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Acq. and Non-acq. 


Mr. Marrs’ New Book 


In the review of the new book Reflections 
of a Revenuer, the author, Aubrey R. Marrs, 
was referred to as the former Head of the 
Technical Staff. This note is to inform you 
that he is very much the present Head of 
the Technical Staff. 


| oe 
WASHINGTON, D. C. 


[Believe us, we did not make the erroneous 
reference just to learn how many people read 
the book section of the magazine. Nor did we, 
as publishers of the book, take this method of 
again calling the book to your attention. We 
know that Mr. Marrs is still the Head of the 
Technical Staff; and if our little slip occa- 
stoned any misinterpretation, we apologize and 


take this opportunity to get the record straight. 
Editor.] 


Withholding System 
Sir: 


An article in the May issue, “The With- 
holding System Needs Revision,” by Joseph 
A. Schafer, proposes a system which, if we 
assume it to be workable, ‘still doesn’t reach its 
aim of simplification as long as the employer 
or other withholding agent has to compute 
a separate withholding rate for each individ- 
ual taxpayer, based on his estimated earnings 
for the year and number of dependents, and 
moreover, subject to change during the year 
with increases or decreases in estimated 
earnings or number of dependents. 


It would be much simpler, although 
rougher on the taxpayer, if withholding on 
earned income were deferred until earnings 
had reached $1,250 for each $1,000 in ex- 
emptions, then made at the rate of 15.2 per 
cent for the rest of the year, regardless of 
total earnings as long as they remained with- 
in the $5,000 limit. Similarly, there would 
be no deductions from dividends or other 
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income until they had reached $1,111.11 for 
each $1,000 in exemptions, with 17.1 per cent 
withheld for the rest of the year. I am ac- 
cepting Mr. Schafer’s assumptions with 
regard to exemptions, deductions, and tax 
rates. The above rates would work for any 
taxpayer and at any amount of income (up 
to $5,000). Try it out on the nearest cal- 
culator. 


ALEx MACRAE 
CHICAGO 


Long-Term Compensation 
Sir: 


I have read with interest Mr. Braunfeld’s 
article, “Long-Term Compensation and In- 
come Splitting.” It seems to me that Mr. 
Braunfeld unnecessarily labors the Lindstrom 
case. That case arose under Section 107 
when the first part of the section read as 
follows: “In the case of compensation (a) 
received for personal services rendered by 
an individual in his individual capacity, or 
as a member of a partnership . . .” The 
present law, on the contrary, does not re- 
quire that the personal services be rendered 
by the taxpayer either in his individual ca- 
pacity or as a member of a partnership. The 
first part of Section 107(a) requires merely 
that the compensation be “received or ac- 
crued in one taxable year by an individual 
or partnership.” . 


The question of whether or not a member 
of a partnership which receives or accrues 
long-term compensation may spread his 
share over the entire period which the com- 
pensation for the services covers, although 
he became a member of the partnership at 
a later date, is discussed in “Some Current 
Problems Under Section 107,” by Weston 
Vernon, Jr., 1 Tax Law Review, 357, 370 
(1946). 

FRANCIS J. CAREY 
BALTIMORE 
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Tax=-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


The New England State Tax Officials 
will hold their annual conference at the 
Equinox House, in Manchester, Vermont, 
on October 19, 20 and 21, 1948. Reserva- 
tions and further information may be had 
from George H. Amidon, President, Mont- 
pelier, Vermont. 


Taxes Are Sexy 


Mr. Neumaier of New Orleans wrote re- - 


cently: “The title on the cover of your 
magazine, lying on my desk, prompted a 
thought for a very sex-conscious world— 
even the word taxes has sex’ in it; that is, if 
you read it backwards and leave off the last 


two letters.” 


A writer on the Marysville Appeal Demo- 
crat must have been looking at our cover, 
too, when he wrote an editorial for his paper 
entitled “Sex and Money,” which was picked 
up by the Tax Digest. 


“An article on biology,” he says, “will 
increase its readership 1,000 per cent, if the 
authors are astute enough to entitle it ‘Sex’. 
Similarly, the guy next door will read about 
money if he turns past an article on taxes. 
That is why we put the title ‘Sex and 
Money’ at the top of this column—hoping 
to hoodwink some casual passers to follow 
this out.” 


This editorial writer’s piece concerns itself 
with the combined burden of federal, state 
and local taxes. His theme is this: people 
are so unconcerned with this problem, which 
they must face and solve at some time, that 
they cannot be flagged down in their daily 
routine unless a bathing beauty is used to 
stop them. 


We believe we can report that things are 
not as bad as they seem. 


Publishers’ production figures for three 
months of 1948 indicate an increase in new 
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titles of books in fields other than fiction— 
something like this: 


Three Three 
Months 1947 Months 1948 

Philosophy, Ethics .... 73 87 
Religion, Theology .... 131 166 
Sociology, Economics.. 98 120 
rat cee Us are 92 120 
Business ......... so 18 60 
SS 103 110 
BNC i ce 158k BSS 507 441 


Many thousands of men who read this 
magazine every month are concerned with 
the problem of tax burden, and try at every 
opportunity to do something about it. 
These are the technical experts who form 
the first line of defense of the taxpayer— 
even the smallest taxpayer in Marysville. 


Words and Phrases 


We were not able to include in the last 
issue of this column the entire list of words 
and phrases that have been defined by the 
Tax Court, so here is the remainder of it. 


Oo 

OBSOLESCENCE.—Jackson County State 
Bank, CCH Dec. 936; 2 BTA 1100. Man- 
hattan Brewing Co., CCH Dec. 2378; 6 
BTA 952. Yough Brewing Co., CCH Dec. 
1580; 4 BTA 612. Tennessee Fibre Co., 
CCH Dec. 4816; 15 BTA 133. 

OFFICE.—Fred H. Tibbets, CCH Dec. 
2350; 6 BTA 827. Edward H. Wright, 
CCH Dec. 8443; 29 BTA 1267. 

OFFICER.—Edward H. Wright, CCH Dec. 
8443; 29 BTA 1267. 

OFFICERS OF A STATE OR SUB- 
DIVISION.—W inthrop Coffin, CCH Dec. 
4118; 12 BTA 702. 

ORDINARY.—Burroughs Bldg. Material 
Co., CCH Dec. 5605; 18 BTA 101. 

ORDINARY AND NECESSARY BUSI- 
NESS EXPENSE. — American Rolling 
Mill Co., CCH Dec. 4630; 14 BTA 529. 
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ORDINARY EXPENSES.—lIllinois Mer- 
chants Trust Co., CCH Dec. 1452; 4 BTA 
103. 

ORGANIZED AND OPERATOR.—Wil- 
liam T. Bruckner, CCH Dec. 6213; 20 
BTA 419. 

OTHER CASUALTY.—L. Oransky, CCH 
Dec. 481; 1 BTA 1239. Daniel F. Ebbert, 
CCH Dec. 3358;9 BTA 1402. 

OWNER.—Munson Steamship Line, CCH 
Dec. 8602; 30 BTA 946. 


P 


PAID. — Ruud Mfg. Co., CCH Dec. 4942; 
15 BTA 819. 

PAID OR ACCRUED.—Henry Reubel, 
CCH Dec. 254; 1 BTA 676. Gottlieb 
Bros., CCH Dec. 257; 1 BTA 684. Ai- 

. lantic Coast Line R. R. Co., CCH Dec. 850; 
2 BTA 892. Edgar Munson, CCH Dec. 
1079; 3 BTA 185. Joanna Lovett, CCH 
Dec. 1083; 3 BTA 192. May S. Young, 
CCH Dec. 1081; 3 BTA 193. 

PARTY TO REORGANIZATION.—John 
S. Woodard, CCH Dec. 8640; 30 BTA 
1216. 

PERSONAL, LIVING OR FAMILY 
EXPENSES. —Chester D. Griesemer, 
CCH Dec. 3465; 10 BTA 386. 

PERSONAL SERVICE CORPORA- 
TION.—Automobile Underwriters Inc., 
CCH Dec. 6088; 19 BTA 1160. 

PRIVATE STOCKHOLDER.—J ournal of 
Accountancy, Inc., CCH Dec. 5312; 16 
BTA 1260. 

PRODUCER.—Garden Homes Co., CCH 
Dec. 7638; 26 BTA 441. 

PRODUCTIVE PROCESSES.—Francisco 
Sugar Co., CCH Dec. 4729; 14 BTA 1062. 

PROFITS.—J. W. Solof, CCH Dec. 288; 
1 BTA 776. C. F. Hovey Co., CCH Dec. 
1473; 4 BTA 175. 

PROPERTY.—Anna Taylor, CCH Dec. 
1369; 3 BTA 1201. J. S. F. Crayton, CCH 
Dec. 3966; 11 BTA 1375. 

PURCHASE.—Melville G. Thompson, CCH 
Dec. 3373; 10 BTA 25. 


R 


READILY REALIZABLE MARKET 
VALUE.—Alexander D. Falck, CCH Dec. 
7787; 26 BTA 1359. Edwin W. Eisendrath, 
CCH Dec. 8169; 28 BTA 744. 

REASONABLE ALLOWANCE FOR 
EXHAUSTION.—719 Fifth Ave. Co., 
CCH Dec. 1917; 5 BTA 565. 
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REASONABLE DEDUCTION FOR 
Polachek, 


. AMORTIZATION. — John 
CCH Dec. 2769; 8 BTA 1. 

REDEEM.—James D. Robinson, CCH Dec. 
7974; 27 BTA 1018. . 

REGULATIONS IN FORCE.—All Amer- 
ican Cables, Inc., CCH Dec, 3415; 10 BTA 
213. 

RENT.—H. Oliver Thompson, CCH Dec. 
5520; 17 BTA 987. 

RENTALS.—Cotton Concentration Co., CCH 
Dec. 1457; 4 BTA 121. 

REORGANIZATION.—Cullen F. Thomas, 
CCH Dec. 4771; 14 BTA 1341. Warner 
Co., CCH Dec. 7776; 26 BTA 1225. E. F. 
Simms, CCH Dec. 8187; 28 BTA 988. 

REPAID.—Joseph P. Levy, CCH Dec. 5655; 
18 BTA 337. 

REPAIRS.—Illinois Merchants Trust Co., 
CCH Dec. 1452; 4 BTA 103. Libby & 
Blouin, Ltd., CCH Dec. 1637; 4 BTA 910. 

REPLACEMENTS. — Illinois Merchants 
Trust Co., CCH Dec. 1452; 4 BTA 103. 
Libby & Blouin, Ltd., CCH Dec. 1637; 
4 BTA 910. 


RES ADJUDICATA, DOCTRINE OF.— 
Guaranty State Bank, Greenville, Tex., 
CCH Dec. 4079; 12 BTA 543. 

RESERVE FUNDS.—Old Line Insurance 
Co., CCH Dec. 4401; 13 BTA 758. 


RESIDENCE.—Bank of New York & 
Trust Co., CCH Dec. 6453; 21 BTA 197. 

RESIDENT.—Guranty Trust Co., CCH 
Dec. 7429; 25 BTA 507. 


RETURN.—National Refining Co., CCH 
Dec. 94; 1 BTA 236. Continental Account- 
ing & Audit Co. CCH Dec. 819; 2 
BTA 761. Dallas Brass & Copper Co., 
CCH Dec. 1279; 3 BTA 856. F. A. Hall 
Co., CCH Dec. 1359; 3 BTA 1172. Na- 
tional Tank & Export Co., CCH Dec. 1375; 
3 BTA 1217. Matteawan Mfg. Co., CCH 
Dec. 1650; 4 BTA 953. 

RETURN OF CAPITAL.—Caroline S. 
McLean, CCH Dec. 1563; 4 BTA 487. 


Ss 


SALE.—Charles W. Dahlinger, CCH Dec. 
6156; 20 BTA 176. Sarther Grocery Co., 
CCH Dec. 6889; 22 BTA 1273. 

SALE OR EXCHANGE.—John H. Wat- 
son, Jr., CCH Dec. 7880; 27 BTA 463. 
SAME INTERESTS.—Schloss Bros. Co., 
CCH Dec. 214; 1 BTA 581. Rishell 
Phonograph Co., CCH Dec. 605; 2 BTA 
229. Midland Refining Co., CCH Dec. 624; 
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2 BTA 292. Germantown Braid Co., CCH 
Dec. 1404; 3 BTA 1336. Baker Lumber 
Co., CCH Dec. 6434; 21 BTA 124. 


SAME PERSONS.—W. A. Sheaffer Pen 
Co., CCH Dec. 3242; 9 BTA 842. 


SECURITIES.—Greenville Textile Supply 
Co., CCH Dec. 66; 1 BTA 152. 


SHIPWRECK.—William J. Matheson, CCH 
Dec. 5732; 18 BTA 674. 


SIMILAR CREDIT.—Charles W. Bowring, 
CCH Dec. 7882; 27 BTA 449. 


SO ASSESSED.—Gutterman Strauss Co., 
CCH Dec. 97; 1 BTA 243. 


SOURCES WITHIN THE UNITED 
STATES.—Standard Marine Ins. Co. 
CCH Dec. 1627; 4 BTA 853. Richard L. 
Birkin, CCH Dec. 1885; 5 BTA 402. 
Estate of L. E. McKinnon, CCH Dec. 
2225; 6 BTA 412. 


SUBJECT.—Charles W. Bowring, CCH 
Dec. 7882; 27 BTA 449. ; 


SUBROGATION. —Charles M. Howell, 
CCH Dec. 6701; 22 BTA 140. 


SUBSTANTIALLY ALL. — Greenville 
Coaling & Export Corp., CCH Dec. 1471; 
4 BTA 183. Rishell Phonograph Co., CCH 
Dec. 605;.2 BTA 229. J. Newton Seitz 
Shoe Co., CCH Dec. 2920; 8 BTA 745. 


SUIT OR PROCEEDING.—Reliance Mfg. 
Co, CCH Dec. 2953; 7 BTA 583. 


SURPLUS.—New Ottawa County Tel. Co., 
CCH Dec. 1249; 3 BTA 753. 


SUSPEND.—Alice Wilson, CCH Dec. 7023; 
23 BTA 644. 


SUSTAINED LOSS.—A. F. Osterloh, CCH 
Dec. 4395; 13 BTA 713. Cecil M. Jack, 
CCH Dec. 4396; 13 BTA 726. 


SYNDIC.—William K. Dick, CCH Dec. 
6279; 20 BTA 637. 


SYNDICATE. — William K. Dick, CCH 
Dec. 6279; 20 BTA 637. 


T 


TANGIBLE PROPERTY.—Wyoming Tie 
& Timber Co., CCH Dec. 3476; 9 BTA 
1143. Reserve Natural Gas Co. of Louisi- 
ana, CCH Dec. 4965; 15 BTA 951. 

TAX.—M. Cohn & Sons Co., CCH Dec. 
3074; 9 BTA 87. Amtorg Trading Corp., 
CCH Dec. 7405; 25 BTA 327. 

TAXABLE YEAR.—Lynch Construction 
Co., CCH Dec. 1119; 3 BTA 313. Arthur 
Walker & Co., CCH Dec. 1464; 4 BTA 
151. Turners Falls Power & Electric Co., 
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CCH Dec. 3158; 9 BTA 435. Pennsyl- 
vania Electr'c*Steel Casting Co., CCH Dec. 
6266; 20 BTA 602. Thomas J. Corcoran 
Lamp Co., CCH Dec. 7203; 24 BTA 284. 
Julius B. B. Stryker, CCH Dec. 8407; 
29 BTA 1025. 


TAXES ASSESSED AGAINST LOCAL 
BENEFITS.—Caldwell Milling Co., CCH 
Dec. 1379; 3 BTA 1232. 


TAXPAYER.—Alabama By-Products Corp., 
CCH Dec. 5274; 16 BTA 1073. 


TENTATIVE ALLOWANCE. — Ohio 
Falls Dye & Finishing Works, CCH Dec. 
5261; 16 BTA 1038. 


TIME OF DEATH.—Annie S. Kennedy, 
CCH Dec. 1523; 4 BTA 330. 


TO RESIDE.—St. Louis Union Trust Co., 
CCH Dec. 7857; 27 BTA 318. 


TRADE, ENGAGED IN.—J. J. Harring- 
ton, CCH Dec. 8; 1 BTA 11. 


TRADE OR BUSINESS.— Charles L. 
Suhr, CCH Dec. 1748; 4 BTA 1198. 
Albert M. Briggs, CCH Dec. 2557; 7 BTA 
409. Claudian B. Northrop, CCH Dec. 
5513; 17 BTA 950. 


TRADER.—G. Angelo Co., CCH Dec. 4067; 
12 BTA 460. 


TRADING AS A PRINCIPAL.—Scheffler 
Hair Colorine Co., CCH Dec. 38; 1 BTA 
61. Moser and Wacker, Inc., CCH Dec. 
1677; 4 BTA 1021. 


TRANSACTIONS.—Mitchell M. Frey, Jr., 
CCH Dec. 128; 1 BTA 338. 


TRANSFER. — Edward J. Hancy, 
Dec. 5437; 17 BTA 464. 


TRANSFEREE.—Victor H. Levy, CCH 
Dec. 5188; 16 BTA 653. 


CCH ~ 


U-V-W 


UNQUALIFIEDLY SUBJECT TO DE- 
MAND.—Robert W. Bingham, CCH Dec. 
2908; 8 BTA 603. 


VALUE.—Rockford Malleable Iron Works, 
CCH Dec. 836; 2 BTA 817. Cape Henry 
Syndicate, CCH Dec. 8575; 30 BTA 794. 

WHETHER OR NOT AT REGULAR 
INTERVALS.—Estate of Henry Mayer, 
CCH Dec. 5290; 16 BTA 1164. 

WITHIN 60 DAYS.—Southern California 
Loan Assn., CCH Dec. 1485; 4 BTA 223. 

WRITTEN REQUEST.—Estate of O. A. 
Wright, CCH Dec. 4176; 12 BTA 999. 

[The End] 
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FRED S. MARTIN 
CONFIRMED AS 


ASSISTANT COMMISSIONER 


Washington Tax Talk 


Our Cover 


Fred S. Martin, whose picture appears on 
our cover, was confirmed in the position of 
Assistant Commissioner of Internal Reve- 
nue on June 17, 1948. He is a career em- 
ployee of the Bureau, having served it for 
thirty and one-half years. A native of 
Evans Mills, Jefferson County, New York, 
he attended grammar school there, but re- 
ceived most of his education in night schools 
after entering the Bureau of Internal Reve- 
nue. He graduated from the Albany, New 
York Business College and attended Wash- 
ington night high schools, accounting schools, 
the Bureau of Internal Revenue training 
school and Columbus University Law School. 


Prior to his present appointment, he occu- 
pied successively the following positions in 
the Bureau: assistant payroll clerk; per- 
sonal auditor; corporation auditor; consoli- 
dated returns and natural resources aud- 
itor; supervising auditor; reviewer; conferee; 
chief conferee, Unjust Enrichment Division; 
acting head, Unjust Enrichment Divi- 
sion; chief, Coordinating and Advisory Sec- 
tion; and Assistant Deputy Commissioner, 
Income Tax Unit. 


In his present position, Mr. Martin is 
concerned with the operating problems, in- 
cluding pending and proposed tax legisla- 
tion, of interest to the Office of the Chief 
Counsel, the Income Tax Unit, the Employ- 
ment Tax Unit, the Technical Staff and the 
Office of the Special Deputy Commissioner. 
He is a strong advocate of what he calls 
practical, businesslike, common-sense tax 
administration, and looks with disfavor upon 
decisions favoring either the taxpayer or 
the government which are based upon un- 
realistic technicalities. 


Labor’s Share of National Income 


Are corporate profits outdistancing the 
gains of the American working man? On 
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the contrary, answers a noted New York 
utility executive, in a study of trends in 
national income from 1929 to 1947; the 
lion’s share of the national income now be- 
longs to labor. 


The survey, compiled from official gov- 
ernment statistics by John A. Ritchie, chair- 
man of the board of directors of the Fifth 
Avenue Coach Company, indicates that the 
investor, as compared to the laborer, is 
presently at a disadvantage not only in his 
proportionate share of the national income 
but also in the purchasing power of that 
share. The “real” value of labor’s share 
has risen, says Mr. Ritchie, far beyond the 
cost of living, while the investor’s purchas- 
ing power shows a marked decline. 


According to the survey, in 1947 corpo- 
rate profits totaled $17,400,000,000, or. 8.6 
per cent of the national income. Labor’s 
share in wages and salaries from private 
business, on the other hand, was 
$105,200,000,000, or fifty-two per cent of 


the national income. 


Wages and salaries showed a dollar gain 
of 132.71 per cent over 1929, while dividends 
increased but 16.78 per cent. Investors re- 
ceived dividends of $6,800,000,000, the re- 
mainder of corporate profits having been 
retained for capital expansion, improvements 
and reserves. 


In purchasing power, labor’s share was 
eighty-one per cent greater in 1947 than it 
was in 1929, while the purchasing power of 
1947 dividends was reduced by 9.18 per cent 
over the same period. 


On the basis of 1939 prices, the “real” 
value of the 1947 dollar was sixty-three 
cents. Thus, the survey asserts, wages and 
salaries increased in buying power from 
$36,617,000,000 in 1929 to $66,276,000,000 in 
1947. In contrast, the buying power of divi- 
dends dwindled from $4,717,000,000 to 
$4,284,000,000. 
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WOMAN INDUSTRIALIST FIGHTS SEIZURE OF FUNDS 
Reporters gathered at press conference held at 59 East 64th Street, New York City, on 
May 19, hear Vivien Kellems, Connecticut industrialist, announce she will fight the govern- 
ment’s seizure of $1,685.40 from her bank account. A lien against her was obtained when 
she refused to collect withholding taxes from her employees 


‘Never Underestimate .. . 
a Woman” 


In February of this year, the comely 
and individualistic Connecticut manufac- 
turer, Vivien Kellems, served notice on the 
Treasury Department that henceforth she 
would not withhold the federal income tax 
from the salaries of her 100 employees. The 
Secretary of the Treasury, Mr. Snyder, 
made a statement to the press that Miss 
Kellems’ action would avail her nothing as 
the Treasury would press the issue through 
the courts if necessary. It became neces- 
sary, for, true to her statement, she paid 
her employees the full amount of their sal- 
aries without deduction of the federal in- 
come tax, and a lien for $1,685.40 was filed 
against her bank account by Uncle Sam. 


But perhaps the lady has been facing Sec- 


retary Snyder with a pat hand and a poker 
face. 


Washington Tax Talk 


In January, the United States Marshal 
for the District of Oregon wired the Comp- 
troller General for instructions on the 
withholding of the Oregon income tax on 
salaries paid the federal employees of that 
state. The Comptroller answered: “Since 
it is obvious that the effect of the provisions 
of the Oregon tax law here involved, so far 
as the matter of the withholding and pay- 
ment by the federal government of the tax 
in question is concerned, is such as to im- 
pose a direct burden upon the United States, 
it must be concluded that the withholding 
feature of the Oregon income tax law is not 
for application in the case of payments of 
salary or wages to federal employees. Con- 
sequently, payment should be made of the 
salary or wages due to employees of your 
department. without the deduction of an 
amount representing the Oregon income 
tax.” 
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Wasn’t this the lady’s argument, Mr. 
Comptroller General, that withholding is a 
“direct burden” upon the employer? Per- 
haps when she was standing pat, she was 
only following Uncle’s method of playing 
the hand with Oregon. Anyway, Mr. Snyder 
should heed the Ladies’ Home Journal’s admo- 
nition, “Never underestimate the power of 
a woman.” 


Coordinated Taxation 


When a businessman enters a new mar- 
keting area, he is sure to be faced with a 
new set of tax regulations, tax policies and 
tax rates. As he expands his market, the 
myriad regulations multiply at a frightening 
pace. Knowledge of this fact, and the de- 
sire to do something about it, prompted the 
formation of an Industry Tax Committee. 
The idea was conceived at a recent luncheon 
meeting of the American Bar Association 
in New York, but the committee that has 
been formed is self-sustaining and operates 
independently of the bar association. 

One significant tax ill the group intends 
to alleviate, and one with which adminis- 
trative agencies are not too sympathetic, is 
the cost of preparing the information and 
calculating and paying the taxes. Mr. Burt 
says, “Often these costs exceed the cost of 
the tax itself.” 

The combined burden of taxes here has 
received lip service from time to time. In 
the last few years bills to create a commis- 
sion for the purpose of studying this prob- 
lem have been introduced in Congress, but 
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have never passed. Mr. Holzman, who in 
last month’s column discussed the problem 
in relation to the Hump Hairpin case, also did 
some work on the problem for the Journal 
of Marketing. The Journal of Marketing says 
that it has had more calls for reprints of 
this Holzman article than for any other ar- 
ticle in recent years. The newly adopted 
Republican platform also pays lip service to 
the problem of coordinated taxes, which is 
a part of the over-all problem. 


Race Horse Depreciation 


Maybe it has been the Bing Crosby jokes 
(and maybe not) that have given impetus 
to the business of horse racing, but the fact 
remains that owning and operating racing 
stables constitute big business. As a busi- 
ness with an inventory, it must have depre- 
ciation problems under the income tax laws. 
This thought prompted Byron G. Carson to 
look for a depreciation schedule applicable 
to jockey race horses, but all he could find 
in the tax reporters were tables quoting 
depreciation rates on truck horses. While 
many of us may feel, while we tear our pari- 
mutuel tickets into bits, that the horse just 
panting across the finish line, with a “Hey, 
wait for me” look in his eyes, might do a 
lot better hitched to a wagon, the same 
depreciation rates are not applicable to both 
types of horses. Mr. Carson has done con- 
siderable research and testing in arriving at 
the figures used in the following table. It is 
by no means official, but will serve the tax 
man until something better comes along. 


YEARLY PERCENTAGES OF 


DEPRECIATION ON (JOCKEY) RACE HORSES 


PERCENTAGE TO BE CHARGED OFF AT AGES INDICATED BELOW WHEN 
ACQUIRED AT AGES SHOWN IN FIRST (LEFT) COLUMN 


(BASED ON ESTIMATED ECONOMIC LIFE AT VARIOUS 
AGES FROM TIME OF ACQUISITION) 


—The figures below are per cent of cost to be charged off annually— 
Foal 1 ¥r: 2¥ze. Ste. 3c: Sie. 6 a. 7¥r.. &¥r.. 9 Fs. WY. 


5 10 10 
5 10 10 
10 10 

12 


10 Years 


ages. 
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15 15 
15 15 
16 16 
17 17 
19 19 

25 


1 When acquired at age listed, depreciation is at the percentage indicated opposite for various 


a - 0 2 eee @ on GF oF 


ee 





> in 
lem 
did 
rnal 
says 
s of 
ar- 
ted 
e to 


h is 


okes 
etus 
fact 
cing 
USi- 
pre- 
AWS. 
n to 
able 
find 
ting 
‘hile 
ari- 
just 
Tey, 
loa 
ame 
doth 
con- 
g at 
It is 
tax 


y 
5° 


The TAX MAGAZINE 


AUGUST, 1948 


VOL. 26, NO. 8 


THE PERIODS OF LIMITATION 


By HYMAN M. RUBINROIT 


THERE IS NOT ONE RULE REGARDING THE 
PERIODS OF LIMITATION OF ASSESSMENT 
OF INCOME TAXES, BUT SEVERAL. 


T= GENERAL RULE concerning the 
period of limitation on the assessment 
of income taxes by the Commissioner is 
known and clear to most accountants and 
tax practitioners. Income taxes for any 
year may be assessed within three years 
after the tax return for that year is filed. 
In several special situations, however, the 
usual three-year period of limitation gives 
way to a special rule. These exceptional 
cases are less known to the average 
accountant and tax practitioner, and even 
less remembered by them. The special rules 
are important enough, however, to warrant 
being called or recalled to their attention. 


Returns for Decedent and Estate 


The death of a taxpayer gives rise to 
the requirement of filing two types of 
income tax returns. The first return to 
be filed reports his net income for the tax 
period ended with his death. The second 
type of income tax return is that for his 
estate during the period of administration. 
These returns are generally filed by the 
executor, administrator or other fiduciary 
representing the estate of the decedent. 


In the case of returns for a decedent 
or his estate, the general three-year rule 


for the assessment of income taxes can be 
very inconvenient. To protect himself, the 


‘ executor or other fiduciary of an estate 


will not make distribution of the assets 
until all debts have been paid. This is 
particularly true in the case of income 
taxes since the executor may be held per- 
sonally responsible for taxes which remain 
unpaid after the distribution of the estate. 
Thus, if the Commissioner may assess an 
income tax deficiency within three years 
after the return is filed, this rule can un- 
necessarily delay the final settlement of 
an estate. Of course, one possible solution 
to the problem is for the fiduciary to seek 
a closing agreement with the Commissioner 
on the income tax liability of the decedent 
or his estate. A simpler solution, however, 
is the following: 


The executor, administrator or other 
fiduciary representing the estate of the 
decedent may cut the three-month period 
of limitation in half (to eighteen months) by 
filing a written request to that effect with 
the Commissioner. (Code Section 275 (b); 
Regulations 111, Section 29.275-1(1).) This 
request must be filed with the return in 
question, or after the return is filed; it 
may not be filed before the return itself. 
The request must be so worded as to make 


The author, a certified public accountant, is a member of the firm 
of Kalish, Rubinroit & Company, New York City 
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clear to the Commissioner that the fiduciary 
desires to take advantage of the election 
offered by Code Section 275 (b). 


Corporation in Dissolution 


Before a corporation may be completely 
dissolved, it is necessary as in the settlement 
of an estate, that all its debts be paid. 
Otherwise, the directors run the risk of 
being personally responsible for permitting 
the assets to be distributed in complete 
dissolution without the payment of all the 
debts. Also, the stockholders may be in- 
dividually responsible for the payment of 
such debts. Income taxes are typical of 
the liabilities which must be satisfied before 
the directors permit the distribution of 
assets in dissolution. If, however, the Com- 
missioner may assess an income tax defi- 
ciency within three years after the return 
is filed, the proper dissolution of* corpora- 
‘tions may be needlessly delayed. 


Code Section 275 (b), and Regulations 
111, Section 29.275-1(1), present a solution 
to this problem. Where the dissolution of 
a corporation is contemplated, the usual 
three-year period for the assessment of 
a deficiency may be cut in half (to eighteen 
months) by filing a written request to that 
effect with the Commissioner. The request 
must be filed with the return in question, 
or after the return is filed; it may not be 
filed before the return itself. Also, it must 
be so worded as to, make clear to the 
Commissioner that the corporation desires 
to take advantage of the election offered 
by Code Section 275 (b). 


It is sufficient to select this shorter 
period of limitation if the corporation con- 
templates dissolution at or before the ex- 
piration of the eighteen-month period. The 
request must notify the Commissioner of 
this fact. In this way the shorter period 
of limitation can be brought into operation 
well in advance of the actual dissolution 
of the corporation, so that it may be made 
to apply to the fiscal period or periods 
ended before the period in which dissolu- 
tion occurs. For example, on March 15, 
1948, the A Corporation files its income 
tax return for the calendar year 1947. At 
that time it intends to commence dissolu- 
tion by September 15, 1949. Under such 
circumstances it may elect the eighteen- 
month period of limitation with respect 
to the calendar year 1947 and later, in the 
absence of a change in plans, also with 
respect to the taxable years ending prior 
to and with the date on which dissolution 
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is complete. Thus, the statute of limita- 
tions for the assessment of a deficiency 
for the taxable years prior to the year the 
dissolution can be made to expire before 
or shortly after the dissolution occurs. In 
this way the danger of additional assess- 
ments after dissolution is eliminated or 
reduced to a minimum, and the distribution 
of assets in dissolution is accelerated. 


It is not sufficient for this purpose that 
the written request merely notify the Com- 
missioner that the corporation contemplates 
dissolution at or before the expiration of 
the eighteen-month period. It is also neces- 
sary that the dissolution be begun in good 
faith before the expiration of the eighteen- 
month period, and that the dissolution be 
completed before or after the expiration 
of the eighteen-month period. For example, 
if the request is filed on March 15, 1948, 
with respect to the calendar year 1947, 
dissolution must be commenced by Septem- 
ber 15, 1949, and may be completed before 
or after that date. 


Here, as well as in the case of a return 
for a decedent or his estate, the request 
for the short period of limitation need not 
be filed with the return for the year in 
question. For example, if the return for 
the calendar year 1947 is filed on March 15, 
1948, the request for the eighteen-month 
period of limitation may be filed any time 
after March 15, 1948. In such case the 
eighteen-month period starts to run from 
the time the request is filed rather than from 
the date the return is filed. In no event, 
however, does this serve to extend the 
three-year period of limitation. For ex- 
ample, in the above illustration the usual 
period of limitation expires on March 15, 
1951, three years after the return is filed. 
If the request is filed on March 15, 1950, 
the period of limitation expires on March 15, 
1951, even though the request is for an 
eighteen-month period of limitation. 


Omission of Gross Income 


An extremely important exception to the 
general rule, and one which is commonly 
overlooked by accountants, exists where 
the proposed deficiency results from the 
omission of a substantial amount of gross 
income. Specifically, the rule is that if 
the taxpayer omits from gross income an 
amount which is properly includible therein 
and which exceeds twenty-five per cent of 
the amount of gross income reported in 
the return, the period of limitation of the 
assessment of a deficiency with respect to 
the return is five years after the return 
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is filed. For example, the return for the 
calendar year 1947 is filed March 15, 1948. 
Gross income in the amount of $20,000 is 
reported. If over $5,000 of gross income 
is omitted from the return, the period of 
limitation for the assessment of a deficiency 
is five years from March 15, 1948. 


In the application of this rule, many 
factors should be considered. First, the 
comparison is between “gross income” re- 
ported and that omitted, as distinguished 
from “gross receipts” or “net income.” Pre- 
sumably, it is “gross income” in the true 
accounting sense, referring to the excess 
of gross receipts (or sales) over the cost 
of goods sold. Second, the comparison 
is between gross income omitted and gross 
income reported, rather than between gross 
income omitted and total gross income. 
For example, if $20,000 of gross income 
is reported and $6,000 of gross income is 
omitted, the longer period of limitation 
applies because the $6,000 need exceed 
only twenty-five per cent of $20,000, the 
amount of gross income reported, rather 
than $26,000, the total amount of gross 
income. Third, the amount of gross income 
omitted must “exceed” twenty-five per cent 
of the amount reported. It is not sufficient 
that it “equal” the twenty-five per cent 
figure. Fourth, where capital gains are in- 
volved, only the taxable part of the capital 
gain is considered in determining the 
amount of “gross income.” Presumably, 
net capital losses are not deductible for 
this purpose since they do not enter into 
the computation of gross income. For 
example, if an individual sustains a $1,000 
long-term capital gain, only fifty per cent 
of that amount is included in gross income. 
If, in addition, he has a $200 short-term 
capital loss, no deduction for this loss is 
made from gross income. 


This rule is not concerned with good 
faith. The five-year period of limitation 
applies where the appropriate amount of 
gross income is omitted, regardless of the 
state of mind of the taxpayer. Nor does 
it make any difference that the income 
in question was reported in another return 
than that of the taxpayer. For example, 
in the case of a family partnership where 
the income which belongs to the wife is 
taxed to the husband, the five-year rule 
applies if the gross income omitted by the 
husband is equal to twenty-five per cent of 
the gross income reported, regardless of 
the fact that the wife actually reported 
the income in question. 


Where the eighteen-month period of limi- 
tation has been brought into operation by 
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virtue of a request for a prompt assessment, 
as in the case of a return for a decedent 
or his estate or for a corporation in dis- 
solution, this is no bar to the five-year 
period of limitation brought into operation 
by virtue of the omission of an amount 
of gross income in excess of twenty-five per 
cent of the gross income reported. 


Foreign Personal Holding Companies 


At one time foreign personal holding 
companies were being created to save taxes. 
A citizen or resident of the United States, 
receiving income from investments, would 
incorporate these investments in a foreign 
corporation. Except to the extent that 
the income was derived from United States 
sources, such foreign corporations were not 
subject to United States tax. Also, the 
individuals were not taxed because they did 
not receive the income. In this way they 
effectively avoided income tax here. 


These savings depended particularly upon 
the fact that foreign corporations did not 
distribute their income to the stockholders. 
Otherwise, the individuals would be taxed 


- on the dividends received, and no savings 


would result. To eliminate the loophole, 
special provisions (Code Section 331 et seq.) 
were enacted to tax as dividends to the 
shareholders of foreign personal holding 
companies, the undistributed profits. In 
this way there was no longer any advantage 
in permitting the corporation to earn and 
accumulate the income. 


If a taxpayer failed to include in his 
tax return his share of the undistributed 
profits of a foreign personal holding com- 
pany, this information normally might not 
appear for several years. Under the usual 
period of limitation, it might be too late 
for the Treasury to assess a deficiency 
with respect to such income. To protect 
the Treasury under such circumstances, 
the law provides for a seven-year statute 
of limitations instead of the general three- 
year rule. The same exception exists with 
respect to the undistributed income of per- 
sonal service corporations. This income 


is also taxable to the stockholders, although 
undistributed. 


Liquidation Distributions 


The three-year period of limitation is 
extended to four years in the case of 
amounts received by a taxpayer from the 
liquidation of a corporation. In other 


words, if a taxpayer omits from gross in- 
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come an amount properly includible as a 
distribution in liquidation of a corporation, 
the tax may be assessed within four years 
after the return is filed. 


This exception was enacted because the 
omission of this type of income generally 
shows up at a later date. Cognizance of 
the omission is likely to be taken, if at 
all, only after the final return of the cor- 
poration has been audited. Certainly the 
extent to which the liquidation distribu- 
tions may be retained by the stockholder- 
taxpayers will depend, in part, upon the 
final audit of the corporation. If additional 
tax is imposed, the stockholders may be 
held liable as transferees. In turn, their 
gain on liquidation is correspondingly 
reduced. 


As a result of the special method of taxing 
the income of foreign personal holding com- 
panies, and because of the special period 
of limitation for taxing such income to 
the stockholder-taxpayers, the present ex- 
ception does not apply to distributions in 
liquidation of such corporations. 


General Rules 


The law prescribes certain general rules 
to be followed in the application of these 
various periods of limitation. 


First, where a return is filed before the 
last day prescribed by law for its filing, 
it is considered as filed on the last day. 
For example, the return for the calendar 
year 1947 is due by March 15, 1948. If 
the return is filed on March 8, 1948, the 
applicable period of limitation nevertheless 
starts to run from March 15, 1948, the last 
day prescribed by law for the filing. 


Second, in the case of a delinquent return, 
the period of limitation starts to run from 
the time of the filing. If in the preceding 
illustration the return was filed on March 
20, 1948, the applicable period of limitation 
would start to run from that date rather 
than from March 15, 1948. 


Third, a tentative return which discloses 
none of the pertinent information does not 
start the statute running. In other words, 
the particular statute of limitations starts 
to run when the final return is filed rather 
than at the filing of the tentative return. 
If in the preceding illustration the taxpayer 
requested an extension of time for filing 
its return and accompanied this request 
with a tentative return which did not dis- 
close the essential tax data, the period 
of limitation runs from the time when 


700 


the final return is filed rather than from 
the time when the tentative return is filed. 


Fourth, an unsigned return is treated 
as no return at all. Therefore, an unsigned 
return does not start the statute of limita- 
tions running. It should be kept in mind 
that in the case of a corporation proper 
signing generally requires the signature of 
two officers. 


Fifth, in the case of an amended return, 
there is some conflict in the court decisions 
as to whether the period of limitation 
starts to run from the date the original 
return is filed or from the date the amended 
return is filed. In other words, it is not 
finally settled as to whether an amended 
return tolls the statute of limitations. 


No Corporation Return 


It will be explained later that the statute 
of limitations does not run when the tax- 
payer fails to file a return. An exception 
to this rule, however, occurs where no 
corporation return is filed but the share- 
holders include in their personal returns 
their distributive shares of the net income 
of the corporation. Under such circum- 
stances the statute of limitations does start 
to run, but the period is changed to four 
years from the last date on which any 
shareholder’s return. was filed. In other 
words, the Commissioner may assess the 
corporate tax only within four years of 
the last filing by any of the shareholders. 


This exception applies only if the share- 
holders. report all the income of the 
corporation. Otherwise, the general rule is 
applicable, so that in the absence of a re- 
turn the statute of limitations does not run. 


Fraudulent Returns 


The statute of limitations does not run 
in the case of a fraudulent return. Thus, 
where a false or fraudulent return is filed 
with intent to evade tax, the tax may be 
assessed at any time after the return is 


filed. 


Before the Commissioner may invoke this 
section of the law, however, he must prove 
the fraudulent filing. He had the burden 
of proving the fraud, which is a condition 
precedent to the right to assess the tax 
at any time. 


Failure to File Return 


In the event that the taxpayer fails to 
file a return, the amount of tax due may 
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be assessed at any time after the date 
prescribed for filing the return. In other 
words, as in the case of a fraudulent return, 
there is no period of limitation at all where 
no return has been filed. 


Where the taxpayer fails to file any form 
for the tax sought to be imposed, he is 
treated as failing to file a return. For 
example, the United States Supreme Court 
has held that an income tax return, Form 
1120, filed by a corporation which is a per- 
sonal holding company, but which did not 
file a personal holding company tax return, 
Form 1120-H,.does not start the running 
of the period of limitation on the assessment 
of personal holding company surtax. 


Where, however, the taxpayer files a re- 
turn for the tax sought to be imposed 
and discloses the information necessary to 
compute the tax, but uses the wrong form, 
the period of limitation will start to run. 
In a case involving the filing of Form 1041 
instead of Form 1120, both forms being 
directed to the same applicable income tax, 
the United States Supreme Court held that 
since the form filed contained the essential 
information, the period of limitations did 
apply and the tax had to be assessed within. 
such period. 


Extension by Consent 


The applicable period of limitation may 
be extended by the written consent of the 
taxpayer and the Commissioner. If before 
the expiration of the time prescribed for 
the assessment of the tax the Commissioner 
and the taxpayer have consented in writing 
(Form 872 is generally used for this pur- 
pose) to its assessment after such time, 
the tax may be assessed at any time prior 
to the expiration of the agreed period. In 
such case the period so agreed upon may 
be further extended by subsequent agree- 
ments in writing made before the expiration 
of the previously agreed upon period. Once 
the particular period of limitation has run, 
however, a signed consent extending the 
period will be ineffective for that purpose, 
and the taxpayer will be entitled to reim- 
bursement for any taxes assessed at such 
time. This seldom happens because the 
Bureau of Internal Revenue is well or- 
ganized to aud‘t returns before the end of 
the period of limitation, and to make a 
timely agreement extending the period of 
limitation where it has insufficient time 
to make a proper assessment. If the tax- 
payer refuses to agree to extend the period 
of limitation, it is the practice of the Bureau 
to make an arbitrary assessment, but a 
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timely one, and‘to perfect the assessment 
later. 


Special Period 


The law provides a special period of 
limitation for the assessment of a deficiency 
resulting from a net operating loss carry- 
back or an unused excess profits credit 
carry-back. 


Generally, such a deficiency may be 
assessed at any time within which a defi- 
ciency of either income tax, declared-value 
excess profits tax, excess profits tax (unless 
no such return was required for the year 
of the carry-back) or personal holding com- 
pany tax, whichever is the longer period, 
may be assessed for the year of the net 
operating loss or unused excess profits 
credit that resulted in the carry-back. 


For the purpose of this rule, it makes 
no difference that the deficiency is in respect 
to the excess profits or some other tax, 
or that it is in respect to the same 
tax as that of the carry-back, or that it 
is attributable to the application of a net 
operating loss carry-back or an unused 
excess profits credit carry-back to the tax- 
payer. For example, the rule would apply 
to a situation in which an unused excess profits 
credit carry-back, although giving rise to 
a refund of excess profits tax, at the same 
time results in an income tax deficiency. 
Under such circumstances the longer period 
of limitation comes into operation. 


A deficiency attributable to the applica- 
tion of a carry-back to the taxpayer may 
result from an adjustment to the net oper- 
ating loss or the unused excess profits 
credit, to the resulting carry-back, or to 
the net operating loss deduction or the 
unused excess profits credit adjustment. 


A deficiency may be attributable to a 
carry-back even though the net operating 
loss or the unused excess profits credit 
or the resulting carry-back, as claimed by 
the taxpayer, is different from or exactly 
equal to the amount of the actual loss or 
unused credit or the resulting carry-back. 
If in computing the net operating loss 
deduction the taxpayer fails to make the 
adjustment required by Section 122 (c), 
the resulting deficiency will be considered 
attributable to any net operating loss carry- 
back which entered into the computation 
of the net operating loss deduction. 


An excess profits tax deficiency attribu- 
table to an unused excess profits credit 
carry-back which is_ itself produced, or 
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which is increased in amount, by a net 
operating loss carry-back, is to be con- 
sidered likewise attributable to such net 
operating loss carry-back to the extent 
that the unused excess profits credit is so 
produced or increased. The deficiency may 
be assessed, therefore, at any time prior to 
the expiration of the later of the periods 
within which a deficiency attributable to 
the unused excess profits credit carry-back 
may be assessed or within which a deficiency 
attributable to the net operating loss 
carry-back may be assessed. 


Where a notice of deficiency has been 
mailed to a taxpayer, the running of the 
statute of limitations on the assessment 
of a deficiency is suspended for the period 


during which the Commissioner is pro- 
hibited from making the assessment, and 
for sixty days thereafter. In any event, 
if a proceeding in respect to the deficiency 
is placed on the docket of the Tax Court 
of the United States, the running of the 
statute of limitations is suspended until 
the decision of the Tax Court becomes 
final (during which time the Commissioner 
is prohibited from making an assessment), 
and sixty days thereafter. The sixty-day 
period is part of the period of suspension; 
and the Commissioner is entitled to use 
this period, together with any unexpired 
portion of the statute of limitations remain- 
ing at the time it became suspended. 


{The End] 











T HE JUNE ISSUE of the Taw Eco- 
nomics Bulletin, a publication of the 
American Petroleum Institute, cites an 
unusual feature of the gasoline tax: that 
it represents a revenue source which 
automatically provides funds for high- 
ways in proportion to current needs. 





“This self-adjusting characteristic of 
the gasoline tax can best be illustrated 
by comparing the amount of revenue 
which each cent of the average state 
motor fuel tax produced in 1947 with the 
amount it generated in 1930. During the 
earlier year, the first complete one in 
which all states had a gasoline tax in 
effect, the yield from each one cent of 
the tax on a nation-wide basis was 
$147,422,422, By 1941, the yield had 
climbed to $238,334,837 and last year, 
when total state gasoline tax collections 
reached an all-time high, each cent for 
the country as a whole brought in 
$282,286,588. This means that in the 17- 
year period from 1930 to 1947 the pro- 
| ductivity of the basic gasoline tax rate 
virtually doubled—the actual increase 
being 91.5 per cent. 


“According to official figures published 
by the United States Public Roads Ad- 
ministration, the weighted average state 
gasoline tax rate in 1930 was 3.35 cents 
per gallon. In 1947, the weighted aver- 
age rate for the country was reported 
as 4.25 cents per gallon. 








GASOLINE TAX 
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“From an actual revenue standpoint, 
the 1947 rate of 4.25 cents per gallon was 
equivalent to a 7.32 cent rate in 1930. In 
other words, because of greatly increased 
motor fuel consumption and a corre- 
sponding rise in the productivity of the 
tax, the states in 1947 were collecting the 
equivalent of an additional 3.07 cents per 
walion tax... . 


“In a number of individual states, the 
growth in the productivity of the gasoline 
tax was much greater than the average 
for the country. For example, basing 
the comparison on the first year in which 
present gasoline tax rates were adopted 
by the different states, the record shows 
that returns from greater consumption 
have been equivalent to tax increases as 
follows: Montana and Washington, 7 
cents per gallon; Arkansas, Oregon, Utah 
and Wyoming, 8 cents; Arizona and 
Georgia, 9 cents; North and South Caro- 
lina, 11 cents; Tennessee, 12 cents; Ala- 
bama, Florida, and Mississippi, 13 cents; 
New Mexico, 15 cents; and Nevada, 19 


cents per gallon. 





“Although the longer period of time 
makes these comparisons more impres- 
sive, nevertheless during the past year 
alone substantial gains in state motor fuel 
tax receipts were experienced, due en- 
tirely to increased consumption.” 
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Husband and Wife Partnerships 


By CURT GRUNEBERG 


SEVEN PRESSING QUESTIONS RAISED BY SUCH 
CASES AS LUSTHAUS, TOWER AND STONE 


THE January, 1948 issue of TAxEs— 
- The Tax Magazine; Sol Mandell and 
Hyman M. Rubinroit gave deserved pub- 
licity to the decision of the Supreme Court 
of Michigan in Stone v. Stone et al? This 
decision refers to the possibility of rescind- 
ing trusts in connection with family part- 
nerships which are ineffective under the 
Tower*® and Lusthaus‘* doctrine. The au- 
thors have restricted their argument, how- 
ever, to the question at issue in the Stone 


case, the circumstances under which it may | 


be possible to rescind trusts that have be- 
come an unjust burden on the husband 
because the partnership organized in con- 
nection with the trust and based on the 
assumption of minimizing the husband’s 
income taxes. is not recognized for federal 
income tax purposes. 


In addition to the problem of the recis- 
sion of these trusts, there exist many other 
problems of a general nature and of greatest 
importance for the parties to such partner- 
ships. A solution to these problems must 
be found very soon; otherwise, serious tax 


disadvantages and other drawbacks will 
result. 


(1) May a wife whose partnership is not 
acknowledged for federal income tax pur- 
poses rely on the validity of the partnership 
agreement under state law and—in case of 
conflict with her husband—file a suit for her 
share in the profits of the partnership? 
May she even dissolve the partnership and 


claim her share in the liquidation of the 
partnership? ; 


(2) Has the husband the power to destroy 
all rights of his wife by making void the 


1“Rescinding Trusts of Family Partnership 
Interests,” p. 11 ff. 


? [47-2 ustc {] 9389] 29 N. W. (2d) 271 (October 
13, 1947). 


* [46-1 ustc 9189] 327 U. S. 280. 
* [46-1 usrc § 9190] 327 U. S. 293. 
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organization of the partnership? If so, does 
this affect the partnership at its inception 
or at the present time? 


(3) Does the Tower and Lusthaus doc- 
trine, which does not recognize certain hus- 
band-wife partnerships for federal income 
tax purposes, affect the situation (a) as to 


federal gift taxes or (b) as to federal estate 
taxes? 


(4) If the husband filed a gift tax return 
and paid gift taxes for transferring gratui- 
tously a partnership share to his wife, may 
he file a refund claim? If the husband did 
not file a gift tax return for such a transfer, 
is the Commissioner entitled to compel the 
taxpayer to file a tax return and pay taxes, 
interest and penalty? 


(5) How does the concept of estoppel 
affect the tax situation? 


(6) What is the effect of the statute of 
limitations in these cases? 


(7) How should a tax practitioner advise 
a client if the application of the Tower and 


Lusthaus doctrine to a family partnership 
is doubtful? 


Most of these questions have not yet been 
decided by the courts. Nevertheless, it is 
urgent to understand the issue in order to 
find the right approach to correcting the 
situation while correction is still possible. 


Effect of Youw 
and Lusthaus Decisions 


Answer (1): The answer to how the Tower 
and Lusthaus doctrine will affect the validity 
of husband-wife partnerships under state laws 
may be seen from the two following cases. 
A partnership between husband and wife 
may not be permissible under state law but 
may be recognized for federal income tax 
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purposes,” or may be acknowledged under 
state law by a state court but may not be 
recognized for federal income tax purposes.° 
In other words, both federal law, i. e., the 
Internal Revenue Code, and state law apply 
their own criteria to determine the validity 
of a partnership. In order to examine this 
validity under state law, we must start with 
the common-law doctrine that a married 
woman cannot enter into a partnership with 
her husband, a principle which is still valid 
in some states—e. g., Massachusetts, Michi- 
gan, Texas and Wisconsin.” But most stat- 
utes authorize married women to enter into 
partnership with their husbands. If so, the 
partnership will be valid since the question 
of tax avoidance is not to be considered 
by the state. Therefore, the validity of 
husband-wife partnership in a state which 
permits the organization of such partner- 
ships is not affected if the partnership is not 
recognized for income tax purposes. For 
this reason, a wife has a legal claim against 
her husband for her share in the partnership 
profits although the husband has to pay the 
income tax on the earnings paid to the wife. 
Normally, it is true, the wife will have no 
reason to make such a claim against her hus- 
band. But if the matrimonial relationship is 
strained, she may even ask for a dissolution 
of the partnership in order to obtain her 
share in the assets of the partnership. 


Relief Under Equity 


Answer (2): The husband who organized 
the partnership for the exclusive purpose of 
saving income taxes, and failed in this goal, 
has no reason at all, other than the tax-sav- 
ing purpose, to transfer the partnership 
share to his wife. Therefore, he may be 
anxious to correct this mistake, which in- 
volves great risk in case of differences with 
his wife. In addition, he may wish to regain 
the power of unrestricted disposal of his 
entire enterprise—for instance, to sell his 
entire business without the consent of his 
wife, to leave the business to a son, etc. 


Most of these thousands of husband-wife 
partnerships were established before the 
Tower and Lusthaus decisions (February 25, 
1946), at a time when the problem in ques- 
tion had no precedent. In other words, after 
the organization of these partnerships, the 
United States Supreme Court decisions have 
shown that the purpose of the partnerships 


5 Felix Zukaitis [CCH Dec. 13,916], 3 TC 814. 
* Francis Doll v. Commissioner [45-1 
9275], 149 F. (2d) 239 (CCA-8, 1945). 


742 Corpus Juris Secundum, 1129 (Husband 
and Wife). 
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was based upon a mistake of law. In gen- 
eral, equity does not grant relief against 
such a mistake. However, this rule is not 
universal. “Where a person is ignorant or 
mistaken with respect to his own... existing 
private legal rights . . . and enters into some 
transaction the legal scope .. . of which he 
correctly ... understands, for the purpose of 
affecting such rights .. ., equity will grant its 
relief .. ., treating the mistake as analogous 
to, if not identical with, a mistake of fact.” ® 
Since every taxpayer has the legal right to at- 
tempt, by lawful means, to minimize taxation,’ 
a husband in organizing a partnership with 
his wife has made a permissible, although 
in most cases futile, effort to save taxes. 
For this reason, the “doctrine of unclean 
hands” does not prevent him from obtaining 
relief under equity. Therefore, the Supreme 
Court of Michigan held: ” 


“In an effort to reduce taxes on the part- 
nership income the plaintiffs made the trans- 
fers because it was their understanding that 
each member of such a partnership as re- 
sulted therefrom was liable for an income 
tax on such portion of the partnership in- 
come only as represented his proportionate 
share therein. The plaintiffs were in that 
regard mistaken as to their own ‘existing 
private legal rights’. Under such circum- 
stances we think equitable relief is properly 
invoked.” 


To express it differently, the Court held 
the husband’s error about the legal situation 
as it was later developed in the Tower and 
Lusthaus decisions to be a mistake in law, 
to be treated as a mistake in fact. The hus- 
band was entitled, therefore, to a court deci- 
sion declaring the partnership a_ nullity. 
Thus, if the courts of other states will follow 
the Supreme Court of Michigan, the husband 
may ask the court to declare the partnership 
null and void, thereby destroying all rights 
which the wife has acquired from the entire 
transaction. This nullification means that 
the partnership is void from its inception, 
and that the wife—from a legal point of 
view—never was a partner in her husband’s 
business. 


Estate and Gift Tax Liability 


Answer (3): Since the United States 
Supreme Court decided that a husband-wife 
partnership in which the wife has not con- 
tributed money or property from her own 


8 Renard v. Clink, 91 Mich. 1. 


® Gregory v. Helvering [35-1 ustc { 9043], 293 
U.S. 465. 


10 Stone v. Stone et al., supra, footnote 2. 
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funds or rendered essential services will not 
be recognized for income tax purposes, the 
question arises as to whether the gift to the 
wife, usually the first step and an essential 
part in forming the partnership, will be ac- 
knowledged for federal gift tax purposes. 
The nonrecognition of the transaction be- 
tween husband and wife is based on the idea 
that “the result of the partnership was a 
mere paper reallocation of income among 
the family members. . .and that the husband 
[before and after this transaction] earned 
the income.”“™ In other words, the non- 
recognition has its basis in the concept of 
tax avoidance. However, this idea does not 
affect the validity of the gift from the hus- 
band to his wife. Therefore, in all states 
except Louisiana, where donations between 
married persons are always revocable by 
the donor,” the validity of the gift to the 
wife is not affected by the Tower and 
Lusthaus doctrine. For this reason, the 
gratuitous transfer of a share in a partner- 
shipt from husband to wife is subject to 
federal gift taxes. 


The same reasoning is true for federal 
estate taxes. If, for instance, the wife died 
after title to the share in the partnership 
passed to her, “it would pass to whatever 
members of her family would be entitled to 
receive it under Michigan’s law of descent 
and distribution.” This means that the 
nonrecognition of the partnership for federal 
income tax purposes does not affect the 
validity of the transfer of a partnership share 
with regard to the application of federal 
estate and state inheritance taxes. Rather, 
special attention should be given to the fact 
that the partnership share—unless the hus- 
band makes use of the aforementioned rights 
—rightfully belongs to the wife and is to be 
transferred according to the respective state 
laws, with the consequence that federal es- 
tate and state inheritance taxes are to be 
levied on this basis. 


Gift Tax Refund 


Answer (4): If the husband succeeded in 
nullifying the entire transaction in connec- 
tion with the organization of the partner- 
ship, the problem may arise as to whether 
he is entitled to file a refund claim for gift 
taxes paid. The effect of declaring the 
transaction null and void, it seems, is to 
invalidate the individual transactions which, 
in their entirety, constitute the organization 


1 See footnote 3. 
Section 1749, Louisiana Code. 
8 Tower, supra, footnote 3. 
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of the partnership. This nullification, there- 
fore, refers both to the gift and to the crea- 
tion of the husband-wife partnership as 
essential parts of the entire transaction. The 
tax authorities will be bound to this nulli- 
fication under state law since the Internal 
Revenue Code has no criteria of its own with 
regard to the consequences of a mistake 
concerning a taxable transaction. Thus, the gift 


-has been voided from its inception, and the 


husband may file a refund claim for gift taxes. 


In many cases, gift tax returns have not 
been filed although the transfer of the part- 
nership share was gratuitous. If action has 
been taken or is about to be taken to nullify 
the gift, there will be no need to file a late 
gift tax return. Otherwise —i. e., if the 
partnershp is to stand—late gift tax re- 
turns should be filed even though no tax is 
due because of the specific exemption of 
$30,000 under Section 1004 (a) (1) of the 
Internal Revenue Code. 


Estoppel 


Answer (5): Special attention should be 
‘given to the idea of estoppel. If the taxpayer 
knows of (a) the nonrecognition of the 
partnership for federal income tax purposes 
and (b) the possibility of regaining the title 
to his entire business, but continues to allow 
his wife to act on the assumption that she 
is a partner in his business, he may be 
estopped later by his wife from obtaining a 
court decision as to the nullification of the 
partnership. “Where a person having a 
claim sees another doing an act inconsistent 
therewith, and stands by in such manner as 
to induce the person doing the act ... he 
cannot afterward be heard to complain of 
it.” This principle is generally acknowl- 
edged.* “However, to constitute this 
estoppel it is necessary that the party against 
whom it is claimed should be aware of his 
rights.” * Therefore, taxpayers who have 
organized such husband-wife partnerships 
should be advised to act soon in order to 
avoid the loss of their claims by estoppel. 


Statute of Limitations 


Answer (6): The statute of limitations 
may play an important part in all tax ques- 
tions involved in husband-wife partnerships. 

(a) It is generally true that the husband’s 
income tax return based on the split of in- 


1431 Corpus Juris Secundum, { 98 (Estoppel) 
and footnote 55. 


13 Ibid., footnote 56. 
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come in connection with the husband-wife 
partnership cannot be attacked by the Com- 
missioner after a period of three years after 
the filing of the income tax return has run. 
(Code Section 275 (a).) We may also ex- 
clude the possibility, mentioned in Code 
Section 276, that the husband has filed a 
false or fraudulent return “with the intent 
to evade taxes.” In most of these cases, 


however, the husband has omitted more than - 


twenty-five per cent of the amount of his 
gross income from his tax return. For this 
reason, the Commissioner may make an 
assessment at any time within five years 
after the filing of the return. (Code Section 
275 (c).)* 

(b) As soon as the husband-wife partner- 
ship has been declared null and void, the 
wife has a claim for refund of the income 
taxes paid on the basis of the void partner- 
ship, provided the period of limitation on 
refunds (Code Section 322 (b)) has not yet 
run. This three-year (or two-year) period 
is of utmost importance in these cases. 


(c) The Commissioner may assess gift 
tax on the gratuitous transfer of the part- 
nership share to the wife if the husband 
omitted filing a gift tax return at the time 
the partnership was organized. (Code Sec- 
tion 1016 (a).) When the transfer has been 
declared void, the husband may file a refund 
claim within three years from the time the 
tax was paid. (Code Section 1027 (b) (1).) 





In view of all these periods, the refund 
questions should be examined as soon as 
possible. 


Doubtful Application of Doctrine 


Answer (7): Rather frequently, the ap- 
plication of the Tower and Lusthaus doctrine 
will seem doubtful. The tax practitioner has 
the task of explaining the situation to his 
client, and suggesting that the client should 
make up his mind either to stand by the 
original transaction and take the risk of an 
adverse decision by the Commissioner or to 
take all necessary steps so the husband will 
regain sole and undisputed title to his entire 
enterprise. In the latter case, amended in- 
come tax returns should be filed by the 
husband and amended tax returns and re- 
fund claims should be filed by the wife. 
Further, a refund claim for gift taxes may 
be filed if the statute of limitations has not 
yet run. 


These complex problems require a thor- 
ough study and familiarity with all the tax 
and legal points involved. In addition, the 
personal relationship between husband and 
wife must be frankly discussed. Finally, it 
should not be forgotten that if action’is to 
be taken, it should be taken very soon. 


[The End] 


DR. GRUNEBERG IS ASSISTANT PROFESSOR OF ECONOMICS 
FOR TAX AND ACCOUNTING COURSES AT THE KANSAS CITY 
UNIVERSITY, KANSAS CITY, MISSOURI. 









16 See Gennert [CCH Dec. 16,165], 9 TC 1099. 
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CAPITAL ASSETS 





Sold on the Installment Basis 


NOT ALL INSTALLMENT SALES ARE MADE THROUGH DEALERS. 
NOR DO ALL ANNUITIES COME FROM INSURANCE COMPANIES. 
OTHER SALES OF PROPERTY ALSO RAISE THESE VITAL TAX 


PROBLEMS 


N THIS ARTICLE, it is the intention 

of the authors to analyze the special 
provisions of tax law applicable to two less 
frequently employed means of property 
transfers, namely, sales of capital assets 
through installment contracts and similar 
sales through annuity contracts. The dis- 
cussion will not cover sales of property by 
dealers in the usual course of business, or 
purchases of annuities from insurance com- 
panies or from other persons regularly 
engaged in the business of selling annuities. 
It is hoped that this analysis will focus 
attention upon some of the pitfalls of which 
persons intending such transactions must 
beware, and, on the other hand, bring to 
light certain tax advantages which may be 
derived from the use of these types of 
transactions in preference to outright sales, 
gifts or bequests. 


Before proceeding to our analysis, how- 
ever, the types of transactions to be dis- 
cussed should be defined specifically. By 
a transfer of capital assets through an in- 
stallment contract, is meant an installment 
sale within the scope of Section 44 of the 
Internal Revenue Code: that is, a sale of 
real property, or a casual sale of personal 
property of a value over $1,000, where less 
than thirty per cent of the purchase price 


By GEORGE B. LOURIE and ARNOLD R. CUTLER 


is paid in cash or other property during 
the year of purchase and the balance is 
payable in a later year or years. In the 
case of real estate, the value of the prop- 
erty sold is considered to be the full sales 


value, and not merely the value of the 


equity above any mortgages. An assump- 
tion of the mortgage, however, is not con- 
sidered to constitute “other property” in 
computing the less than thirty per cent re- 
quirement.’ By a transfer of capital assets 
through an annuity contract, is meant a sale 
of property of any description or amount 
where the purchase price consists of the 
buyer’s promise to make periodic payments 
for the period of a life—usually, though not 
necessarily, the life of the seller. An an- 
nuity contract may never be treated as an 
installment contract under the Code. To 
be treated as such, the purchase price must 
be capable of exact determination at the 
time of sale. As stated above, it must be 
established that no more than thirty per 
cent of the purchase price is receivable dur- 
ing the year of transfer to permit reporting 
the sale as an installment sale under the 
provisions of Section 44. Obviously, pay- 
ments conditioned upon the continuance of 
a life, a most speculative period of time, are 





1 Regulations 111, Section 29.44-2. 


The authors are tax lawyers of the firm of Lourie and Cutler, Boston, 


Massachusetts. 


Mr. Lourie was formerly Assistant Attorney General of 


Massachusetts. Mr. Cutler was formerly a special attorney for the Chief 
Counsel of the Bureau of Internal Revenue in Washington, D. C., and for 
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the New England Division of the Technical Staff at Boston. 


incapable of the necessary exact determina- 
tion. This would also be true in the in- 
termediate case, where the payments were 
to be made for the period of a life, with a 
guarantee of payments for a period certain. 
The alternative provision for payments 
upon the continuance of a life disenables 
the necessary exact computations.” 


Gift and Estate Taxes 


To the extent that a transfer of property 
under an installment or annuity contract 
is a sale for a full and fair consideration in 
money or money’s worth, it is exempt from 
any gift or estate taxes, just as an outright 
sale of such property is exempt.’ The fair 
market value of any unpaid installment 
obligations remaining the property of the 
transferor at the time of his death would, 
of course, be an asset of his estate.‘ 


In the case of dealings at arm’s length 
between parties in the course of business, 
there is no question of adequacy of con- 
sideration in money or money’s worth. If 
the transaction occurs between parties who 
may be motivated by other than business 
considerations, the adequacy of the consid- 
eration in money or money’s worth may be 
closely scrutinized. In such cases, where 
there appears to be an excess of the actual 
value of the property transferred over the 
agreed purchase price, such excess may .be 
accorded special treatment to carry out the 
real, rather than the expressed, intent of 
the parties. Thus, in the case of a transfer 





2 An analogous distinction between installment 
and annuity payments was made in connection 
with payment of an endowment insurance con- 
tract in the cases of George H. Thornley [CCH 
Dec. 13,301], 2 TC 220 (1944), nonacq. 1944 CB 
49, rev’d on another issue [45-1 ustc { 9139] 147 
F. (2d) 416 (CCA-3, 1945): and Hess, Jr. v. 
U. 8. [47-2 ustc { 9374], 74 F. Supp. 135 (DC 
Minn., 1947). In the former case, the assured 
elected to receive payments under the policy 
for a definite period of years. It was held 
that the payments received constituted a return 
of capital until the entire purchase price was 
recouped. In the latter case, the assured elected 
to receive payments under the policy for the 
duration of his life, with a guaranty that the 
payments would continue for a stipulated num- 
ber of years, whether or not he was alive. It 
was there held that such payments must be 
returned as annuity payments with three per 
cent of the purchase price being considered 
ordinary income, the balance above such three 
per cent being considered as a return of cap- 
ital only until the purchase price was recouped. 

% Code Section 1002. 

* Code Section 44 (d). 


5 Anna L. Raymond [CCH Dec. 10,775], 40 
BTA 244 (1939); aff’d [40-2 ustc { 9540] 114 F. 
(2d) 140 (CCA-7, 1940); cert. den. 311 U. S. 710 
(1940). The taxpayer entered into contracts 
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to a charitable institution, such excess may 
be treated as a charitable contribution.’ In 
the case of a transfer between members of 
an immediate family, such excess may be 
treated as a gift,® or, if made in contempla- 
tion of death, as a part of the estate of the 
transferor." In the case of a transfer to an 
employee, such excess may be treated as 
compensation; in the case of a transfer by 
a stockholder to a corporation, it may be 
treated as a contribution to capital.* In 
regard to such matters, installment or 
annuity sales are given the same treatment 
as outright sales of property. 


It is thus evident that transfers of prop- 
erty through installment or annuity sales 
offer a means of inter-vivos transfer, exempt 
from gift or estate taxes, wherein the trans- 
feree may obtain immediate enjoyment of 
the property and at the same time defer 
payment for it. Whether or not such a 
transfer should be utilized in any particular 
case depends upon many practical consid- 
erations, in addition to the savings of gift 
or estate taxes, and also upon the income 
tax consequences of the transaction to the 
parties involved. The practical considera- 
tions will necessarily vary in individual 
cases, and will not be discussed in this 
article. 


Capital Gain or Loss 
at Time of Transfer 


The Tax Court has consistently held that 
a promise to make annuity payments by a 


with charitable institutions wherein she received 
annuities for property transferred. The amount 
of property transferred in excess of the cost of 
similar policies purchasable from insurance com- 
panies was considered as a charitable con- 
tribution. 

6 Code Section 1002; Regulations 108, Section 
86.8; Estate of Sarah A. Bergan [CCH Dec. 
12,954], 1 TC 543 (1943). One sister transferred 
to another certain property in return for a 
promise of support for the remainder of her 
life. The excess value of the property trans- 
ferred above the computed value of the promise 
to support was held to be a gift. See also 
Maud Gillespie [CCH Dec. 11,626], 43 BTA 399 
(1941); aff'd on this point [42-1 ustc { 9474] 
128 F. (2d) 140 (CCA-9, 1942). 

7Code Sections 811 (c), 811 (i). Updike v. 
Commissioner [37-1 ustc { 9170], 88 F. (2d) 807 
(CCA-8, 1937); cert. den. 301 U. S. 708. A father, 
over eighty-five years of age, transferred to 
his three sons substantially all of his property 
in return for an annuity undertaking. The ex- 
cess of the value of the annuity undertaking 
was held to be a gift in contemplation of death. 
(The Circuit Court added that on the facts of 
the particular case, the entire transfer could 
have been taxed to the estate without deduc- 
tion of the value of the annuity.) 

8 Robert H. Scanlon [CCH Dec. 11,350], 42 
BTA 997 (1940); Maude Gillespie, supra. 
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person other than an established insurance 
company or bank engaged in such business 
is incapable of present evaluation, and that 
therefore the transferor experiences no tax- 
able capital gain or loss at the time of the 
transfer. The recent case of Estate of 
Bertha F. Kann® reaffirmed several earlier 
decisions to the same effect.” The Com- 
missioner, however, has nonacquiesced to 
this entire series of decisions.“ The effect 
of the holdings by the Tax Court is to per- 
mit the transferor to regard the receipt of 
the annuity payments (less such portions 
as may be required to be returned as income 
under the three per cent rule) * as a return 
of capital until he has recouped the cost 
basis of the transferred property. Such 
transfers are treated by the Tax Court in 
the same manner as a sale in which the 
promises of the transferee are not capable 
of definite evaulation at the time of trans- 
fer.* The alleged incapability of accurate 
evaluation in annuity cases, however, is 
based upon uncertainty of the transferee’s 
capacity to fulfill his financial obligations 
rather than upon any uncertainty of calcu- 
lations as to the measure of the obligation.” 


The correctness of the position as taken by 
the Tax Court being assumed, the converse 
application of the principles of those cases 
precludes the establishment of loss at the 
time of the transfer.” The taking of a loss 
deduction by a taxpayer in connection with 
the sale of property for a promise to make 
payments during the course of a lifetime 
has also been denied on other legal grounds. 
It has been held that the relationship of 
the parties indicated that the transfer was 
not a transaction entered into for profit,” 
but that a part of the consideration bar- 
gained for and received by the transferor 
was security during the term of his life, and 
that therefore loss cannot be predicated on 
the monetary amounts he received.” Because 


® [CCH Dec. 15,959(M)] 6 TCM — (1947); on 
appeal CCA-3. 

J, Darsie Lloyd [CCH Dec. 9201], 33 BTA 
903 (1936), nonacq. XV-2 CB 39 (1936); Frank 
C. Deering [CCH Dec. 10,903], 40 BTA 984 
(1939), nonaeq. 1944 CB 36; Bella Hommel [CCH 
ry 15,424], 7 TC 992 (1946), nonacq. 1947-1 

B 5. 

"The position taken by the Commissioner is 
supported by the dicta in the case of Florence 
L. Klein [CCH Dec. 2283], 6 BTA 617 (1927), 
wherein it was stated: ‘‘[By] the contract of 
April 19, 1913, each petitioner converted this 
property [property inherited and transferred] 
into other property [annuity], thus realizing 
gain or loss of the difference between what 
under the contract she acquired and what she 
had from the estate. These past values we 
are not concerned with, for presumably they 
were correctly taxed at that time. The signifi- 
cant fact now before us is that the value of 


Capital Assets 


of this independent ground for the denial 
of a loss deduction to the transferor, no 
such deduction could be established even if 
the Tax Court reversed its present position 
in regard to the nonrecognition of any gain 
at the time of the transfer. 


In the case of an installment sale of 
property with payments made over a defi- 
nite period of time, the amount of gain 
involved in the transaction is prorated over 
all payments.” For example, S sells prop- 
erty with a cost basis of $25,000 for $50,000, 
and receives $10,000 in cash and a note for 
the balance, payable $10,000 for each year. 
He reports a gain of $5,000 in the year of 
the sale, and a further gain of $5,000 in the 
year each subsequent payment is received. 
If the profit is a long-term capital gain, 
only one half of the amount of the gain 
is reported as income.” By reporting this 
sale on the installment basis, S not only 
secures the practical advantage of not hav- 
ing to pay the tax on his gain until he 
actually receives the cash, but also is able 
to spread the amount of the gain over a 
period of years in order to keep his income 


_within lower brackets. 


The preceding statement assumes, of 
course, that the amount of the gain (or 
one half in the event of a long-term capital 
transaction) is reported together with ordi- 
nary income. If the alternative computa- 
tion is used and the gain is reported at a 
flat rate of taxation, S secures the advan- 
tage of postponing payment of the tax until 
he actually receives each installment of the 
purchase price. Such spreading, however, 
will not secure the added advantage of 
keeping the gains within the lower income 
brackets. Under the new tax rates estab- 
lished by the Revenue Act of 1948, such 
alternative reporting would not yield any 
advantage to the taxpayer, and therefore 
would not be used, until the individual 


what petitioners acquired by contract on April 
19, 1913 became the capital basis for measur- 
ing any subsequent gain or loss in respect 
thereof.”’ 

12,Code Section 22 (b) (2). 
sion post. 

13 Burnet v. Logan [2 ustc { 736], 283 U. S. 
404 (1931). 

14 See cases cited in footnote 10, supra. 

% Evans v. Rothensies [39-2 ustc { 9648] (DC 
Pa., 1939); aff'd [40-2 ustc { 9681] 114 F. (2d) 
958 (CCA-3, 1940). 

16 Evans v. Rothensies, supra; Industrial Trust 
Company v. Broderick [38-1 ustc { 9136], 94 F. 
(2d) 927 (CCA-1, 1938), cert. den. 304 U. S. 572 
(1938). 

1 Industrial Trust Company v. Broderick, 
supra; Helvering v. Louis [35-1 ustc {| 9287], 77 
F. (2d) 386 (CA of DC, 1935). 

18 Code Section 44. 

19 Code Section 117 (b). 


See also discus- 











taxpayer’s surtax net income exceeded about 
$22,000, or $44,000 in the case of husband 
and wife. 


A loss cannot be reported on the install- 
ment basis.” Where the transfer entails a 
loss to the seller, the sale must be reported 
as a closed transaction. The seller secures 
the advantage of spreading his loss: over 
a period of five years through the operation 


of the capital loss carry-over provisions of 
the Code.” 


Tax Consequences to Seller 


The treatment, for income tax purposes, 
of moneys received as annuity payments 
has been the subject of considerable change.” 


Theoretically, some portion of the amounts 
received by an annuitant constitutes an 
earned increment. If the annuitant did not 
anticipate deriving some profit from the 
transaction, he could as well retain his 
capital in liquid condition and draw upon 
it regularly. At the same time, some por- 
tion of the amounts received by an annui- 
tant theoretically constitutes a return of his 
capital investment. The nature of an an- 
nuity contract presupposes the return of 
the capital invested over the period of the 
probable life of the annuitant. The prob- 
lem has been to determine a proper method 
of dividing these payments into their com- 
ponent parts. Where the annuity pay- 
ments are obtained in exchange for a trans- 
fer of property, rather than purchased for 
cash, the problem is further complicated by 
the question as to whether those portions 
of each payment which do not constitute 
a return of capital are to be treated as 
ordinary income or as capital gain. Theo- 
retically, the answer to this latter problem 
depends upon a proper determination of the 
legal nature of the transaction. Is it a 
single transaction consisting of a sale of 
the property transferred, with the regular 
payments for life constituting the payment 
for the transferred property? Or is the 
transaction divisible into two parts, the first 
in the nature of an exchange, the property 
transferred being exchanged for a new type 
of property, the annuity, and the second 





2 Martin v. Commissioner [3 ustc { 99], 61 
F. (2d) 942 (CCA-2, 1932), cert. den. 289 U. S. 
737; Sacks v. Burnet [1933 CCH { 9414], 66 F. 
(2d) 223 (CA of DC, 1933). 

21 Code Section 117 (e). 

22 Code Section 22 (b) (2). See the Tax Court 
opinion in George H. Thornley, supra, for a 
discussion of the history of this section. 

23 See Commissioner v. Moore Corporation [2 
ustc 7 558], 42 F. (2d) 186 (CCA-2, 1930), for 
discussion of various theoretical approaches to 
the problem. 


part consisting of the regular payments for 
life, constituting in part a return of the 
capital of the acquired property (annuity) 
and in part a profit on the investment? 

The statutory provisions presently in 
effect require that an amount equal to 
three per cent of the cost of an annuity 
received during a taxable year be returned 
as ordinary income. The excess of the 
amounts received each year over the amount 
equal to three per cent of the cost is 
regarded as return of capital until the 
entire cost is recouped. Thereafter, the 
entire receipts are regarded as ordinary 
income.™ Do these statutory provisions of 
the Code apply where property is trans- 
ferred in return for a promise to pay a 
certain amount for a period of a lifetime? 

This problem has received diametrically 
Opposite answers in different lines of cases 
decided by the Tax Court. In one line of 
cases, it has been held that the entire cost 
basis of the transferred property may be 
considered as return of capital, without any 
part thereof being reportable as income, 
until such cost basis is recouped.* In an- 
other line of cases, it has been held that 
such amount of the annual payments re- 
ceived by the transferor as equals three per 
cent of the insurance company’s valuation 
of the annuity purchased by him constitutes 
ordinary income.” In the most recent case 
on this subject, Estate of Bertha F. Kann, 
supra, the Tax Court posed the problem, 
cited both the above lines of cases and then 
expressly left the problem unanswered be- 
cause the taxpayer had voluntarily included 
an amount equal to three per cent of the 
annuity cost as ordinary income. In dis- 
cussing this problem, the court stated: 

“Whether the entire capital is to be re- 
couped before any amount becomes taxable, 
J. Darsie Lloyd, supra, Frank C. Deering, 
supra; or a three per cent annual return 
on an investment computed at insurance 
company rates under Anna L. Raymond . .. 
is to be charged as ordinary income under 
Internal Revenue Code, Sec. 22(b) (2), until 
the capital has been recovered, see Maud 
Gillespie we need not now decide. 
Such a tax was paid for each year by peti- 
tioner’s decedent, and on the one hand 
petitioner does not contend for an overpay- 
ment, nor, on the other, can the excess over 
insurance company rates be treated on this 
record as the consideration paid rather than 
as a gift. Maud Gillespie, supra.” 

** Code Section 22 (b) (2). 

2% J. Darsie Lloyd, supra; Frank C. Deering, 
supra. 

6 Maud Gillespie, supra; Anna L. Raymond, 
supra. 
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Three Per Cent Rule 


To the writers, it would appear that the 
cases requiring the inclusion of three per 
cent of the annuity cost in compliance with 
the provisions of Section 22 (b) (2) of the 
Code represent the correct statement of 
law. The case of Frank C. Deering, cited 
as a contrary holding, did not clearly 
present this particular issue, as the transfer 
of property occurred at the very close of 
the taxable year and the seller-annuitant did 
not receive any payments in return during 
the taxable year. The case of J. Darsie Lloyd 
involved a taxable year before the enact- 
ment of the statutoty provisions presently 
contained in Section 22(b)(2), and was 
therefore decided on a purely theoretical 
approach without regard to these statutory 
provisions, This latter decision also appears 
contrary to the well-considered early opin- 
ion in Florence L. Klein™ In that case 
(also decided before enactment of Section 
22(b)(2) of the Code), each annuity pay- 
ment was broken down, on a discount com- 
putation basis, as between return of capital 
and income. 


It is to be noted that the three per cent 
rule is applied to the insurance company 
cost of the annuity, and not to the cost 
basis of the property transferred by the 
transferor. As the transferor is not al- 
lowed any loss on the purchase transaction,” 
this computation presents no difficulties in 
cases in which the cost basis to the trans- 
feror exceeds the insurance company’s valua- 
tion of the annuity received. What treatment 
should be accorded, however, where the 
cost basis to the transferor is less than the 
insurance company’s valuation of the an- 
nuity to which the three per cent is applied ? 
This is almost the $64 question. No capital 
gain is returnable at the time of the transfer 
of the property and the acquisition of the 
annuity.” Is the taxpayer permitted to re- 
coup, as return of capital, all amounts in 
excess of the three per cent annually re- 
turned as income only until he has recouped 
the cost basis of the property transferred, 
even though the annual three per cent in- 
clusion in income is based on the insurance 
company’s valuation? Or may he disregard 
this difference between the cost basis and 
the insurance company’s valuation, and re- 
coup, as return of capital, all amounts in 
excess of the three per cent annually re- 


7 Supra, footnote 11. 


**See discussion, supra, and cases cited in 
footnotes 15 and 16. 


*See discussion, supra, and cases cited in 
footnotes 9 and 10. 
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turned as income until he has recouped the 
insurance company’s valuation of the an- 
nuity? Or should he be permitted to recoup, 
as return of capital, all payments in excess 
of the three per cent annually returned as 
income only until he has recouped the cost 
basis of the property transferred; then be 
required to report as capital gain all pay- 
ments in excess of the three per cent annu- 
ally returned as income until he has re- 
couped an amount equal to the insurance 
company’s valuation of the annuity; and 
thereafter report all amounts received as 
ordinary income? The last alternative, al- 
though the most complicated, would appear 
to be the logical result based on existing 
decisions. Such a result is predicated upon 
the recognition of the original transaction 
as an exchange of the property transferred 
for other property (the annuity), subject, 
however, to a postponement of the return 
of any capital gain involved in this trans- 
action until after,the cost basis has been 
recouped out of the consideration actually 
received. The capital gain is limited, how- 
ever, to the difference between the cost 
basis of the property transferred and the 


‘insurance company’s valuation of the an- 


nuity, and all excess above the latter amount 
is ordinary income. Such excess is regarded 
as a return on the annuity, and not a part 
of the capital gain in the original transac- 
tion. The original sale is regarded as a 
closed transaction, except for the postpone- 
ment of tax consequences, at the time it is 
consummated. 


Oversimplification 


When we turn from a consideration of 
the income tax consequences to the seller- 
annuitant in the case of annuity payments, 
to the tax consequences to the seller in the 
case of installment payments, we pass from 
extreme complexity to what might be classed 
as an oversimplification of treatment. In 
the case of an installment sale, there is 
clearly only one transaction: a sale, with 
payments running over a period of time. 
As a legal matter, however, there is a ques-~ 
tion as to whether such payments are actu- 
ally payments of the purchase price, or in fact 
consist in part of interest on uhpaid install- 
ments. This is particularly true where such 
installments run over a considerable period 
of time and do not carry any interest. 


For tax purposes, however, no_ break- 
down of installment payments into elements 
of purchase payment and interest has been 
required or permitted unless such break- 
down was clearly shown to have been the 
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intention of the parties to the original 
contract. Such payments are considered 
capital payments if they are set forth in 
fixed amounts.” They have been so held 
even though the purchaser had the right 
to take a discount in the event that he antici- 
pated the stipulated installment payments.” 


This treatment of installment: sales affords 
a seller an opportunity to secure tax ad- 
vantages on the sale of property by trans- 
forming into capital payments what might 
normally be treated as interest payments or 
ordinary income. There is, of course, a 
corresponding disadvantage to the purchaser 
of the property in that he must also treat 
his installment payments as capital items 
and cannot take any expense deductions 
for them. In many cases, however, the 
advantages to the seller outweigh the dis- 
advantages to the buyer. Such a situation 
exists where the seller is in an appreciably 
higher tax bracket than is the purchaser. 
Because the tax advantagés run to his benefit, 
the seller is in a position to compensate 
the buyer with better terms. The buyer 
is also partially compensated for the tax 
disadvantages he suffers, by a higher cost 
basis for the property in the event of a 
resale and a higher depreciation base in the 
case of depreciable property. 


Similarly, in the case of the sale of stocks 
and other dividend-paying securities to a 
corporate purchaser, the latter has a com- 
pensating advantage in that” any income 
received by way of dividend from such 
stocks is subject to an eighty-five per cent 
income tax credit.” This might enable the 
cofporate purchaser to finance a portion of 
the installment obligations through the. net 
earnings, after allowance for taxes, of the 
purchased property, and thus would affect 
the price it could afford to pay for such 
property. 


These examples are not intended, of 
course, to exhaust the possible tax advan- 


% Marsh & Marsh, Inc. [CCH Dec. 2010], 5 
BTA 902 (1926): Carl Lang [CCH Dec. 1148], 
3 BTA 417 (1926); Anderson &€ Company [CCH 
Dec. 2309], 6 BTA 713 (1927); Henrietta Mills, 
Inc. [CCH Dec. 6282], 20 BTA 651 (1930), aff'd 
[1931 CCH { 9573] 52 F. (2d) 931 (CCA-4, 1931); 
George 8S. MacDonald [CCH Dec. 8594], 30 BTA 
884 (1934), aff’d [35-1 ustc ] 9272] 76 F. (2d) 
513 (CCA-2, 1935); Hudson-Duncan &€ Company 
[CCH Dec. 9757], 36 BTA 554 (1937) (part of 
payments considered as interest after definite 
establishment of intent of parties to this effect); 
Elliott Paint & Varnish Company [CCH Dec. 
11,784], 44 BTA 241 (1941); Daniel Brothers 
Company [CCH Dec. 2718], 7 BTA 1086 (1927), 
aff'd [1928 CCH-D 8395] 28 F. (2d) 761 (CCA-5, 
1928); Hundahl v. Commissioner [41-1 ustc 
7 9339], 118 F. (2d) 349 (CCA-5, 1941); Kiesel- 
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tages which may be secured in specific cases 
by the use of installment sales. The possi- 
bilities vary according to the nature of the 
property; the financial situation, in relation 
to taxes, of each of the parties to the trans- 
action; and other considerations, both legal 
and practical, bearing upon the relationship 
between the parties. 


Tax Consequences to Buyer 


In the case of the sale of property in 
return for annuity payments, the purchaser 
of the property, who becomes the payor 
of the annuity payments, cannot take any 
deductions for the payments. This result is 
reached irrespective of whether the original 
transaction is regarded as a single sale of 
the property, with the purchase payments 
running over the period of a life, or as an 
exchange of the property for the annuity, 
with the payments for life being made 
under the annuity contract.™ If the single- 
purchase theory is followed, the payments 
are clearly capital payments. Where the 
annuity theory is followed, it has been held 
that no part of the payments comes within 
the provisions of any deductions allowable 
under the Code.“ The payor is denied the 
right to deduct any part of the payments as 
interest. Interest is held to be a payment 
in connection with an indebtedness or fixed 
obligation. Because no obligation to repay 
any part of the principal survives the death 
of the annuitant, it has been held that there 
is no debt or principal obligation in con- 
nection with an annuity to which a payment 
of interest could attach.™ We have, there- 
fore, the anomalous situation that although 
a portion of the amounts received by the 
payee-annuitant must be regarded as ordi- 
nary income, no part of such payments may 
be deducted as an expense by the payor. 


In the case of an installment sale, all 
payments are regarded as capital.™ This is 
so even though the payments provided for 


bach v. Commissioner [43-1 ustc { 9220], 317 
U. S. 399 (1943) (dicta). 

31 Daniel Brothers Company, supra; Hundahl 
v. Commissioner, supra, 

® Code Section 26 (b). 

33 Steinbach Kresge Company v. Sturgess [40-2 
ustc { 9682], 33 F. Supp. 897 (DC N. J., 1940). 
This case contains an excellent discussion of 
the two theories. 

% Irene W. Johnson [CCH Dec. 10,654], 39 
BTA 702 (1939); aff’d [40-1 ustc { 9126] 108 F. 
(2d) 104 (CCA-8, 1939). 

35 Strange Brothers Hide Company [CCH Dec. 
13,670(M)], 2 TCM 1194 (1943); Steinbach Kresge 
Company v. Sturgess, supra; Edwin M. Klein 
[CCH Dec. 8832], 31 BTA 910 (1934), aff’d [36-2 
ustc J 9356] 84 F. (2d) 310 (CCA-7, 1936). 

% See cases cited in footnote 30, supra. 
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in the sales contract in effect include the before any capital assets are transferred in 
equivalent of interest. As capital payments, connection with an annuity contract, and 
no part of them may be deducted. Unlike the tax consequences should be carefully 
a sale of property through an annuity con- weighed as against the practical advantages 
tract, the payments in an installment con- before the transfer is consummated. In the 
tract are accorded consistent treatment in normal situation, the purchaser of such 
connection with both the payor-purchaser property is affected disadvantageously from 
and the payee-seller. Such payments are an income tax standpoint, without the se- 
always considered as capital transactions by curing of any corresponding advantage by 
the respective parties. Where the install- the seller. Because of the application of the 
ment payments specifically carry interest three per cent rule, the seller also may suffer 
on unpaid amounts, additional sums so paid @ tax disadvantage from the transaction. 
are treated as interest payments or receipts (2) On the other hand, a transfer of 
by the respective parties. capital assets in connection with an install- 
ment contract has sufficient possibilities of 
tax advantages for the use of this type of 
transaction to be explored carefully in every 
instance. The tax consequences to the par- 


Conclusions 


















From the foregoing analysis, at least two 


jusi : lacie’ diecalie: ties to the transaction may exert a material 
Ca See See Seen: effect upon the terms under which a sale 
(1) Extreme caution should be exercised is negotiated. [The End] 
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THE ADJOURNMENT OF CONGRESS 


How did Congress adjourn on June 19, 1948, for the political conventions? 
House Concurrent Resolution 218 provided for adjournment until December 
31, 1948, unless Congress is called back by either the President or the leaders ° 
of the majority. If it is not called back prior to the last day of the year, it 
must reconvene for the purpose of adjourning sine die (pronounced with a 


66°99 


long “i” in each word), which means without appointing a day for reassembling. 















The Eighty-first Congress convenes on January 3, 1949. 


THE ADVERTISING MAN’S HEADACHE 





The Legislature of the State of Louisiana is considering a bill to place a 


tax on $20 per square foot of billboards and another bill aimed at singing 
commercials on the radio. It would tax them, too. 
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Earned Income from Foreign Sources 
By 
ARNOLD C. STREAM 


NE of the consequences of postwar in- 

dustrial reconversion has been a large- 
scale, highly competitive effort on the part 
of all types of American private enterprise— 
from the small, individual proprietorship to 
the vast, far-flung corporate organization— 
to recapture, rejuvenate and expand the 
prewar markets of the world. Whatever 
the form, whatever the size, of the organi- 
zation devoted to these objectives, the 
individuals comprising the business, whether 
on an executive level or lower, are equally 
affected by the impact of certain special 
federal tax laws which define the tax lia- 
bility of American citizens whose business 
affairs are conducted in foreign lands. These 
tax laws play a dual role in this respect— 
on the one hand, beckoning to the informed 
taxpayer, inviting his enjoyment of the 
fruits of tax exemption and credits; and, 
on the other hand, standing like Scylla 
and Charybdis, warning of the risk to be 
run by heeding not the signposts at various 
points in the Internal Revenue Code. 


It would be presumptuous to attempt a 
definitive statement, much less an analysis, 
of all the tax consequences of the multi- 
farious types of foreign transactions; in- 
deed, it has been remarked that in this 
complex field of tax law, the Code describes 


Mr. Stream 


over twenty-nine classes of income and 
taxpayers, each of which is subject to 
varying tax treatment.’ 

One phase of this subject, however, has 
particularly broad applicability and is called 
into frequent review by the courts: the tax 
treatment of compensation earned by an 
American citizen while outside the geo- 
graphical confines of the United States. 
Our attention will be directed to the fol- 
lowing aspects of this problem: (1) the tax- 
ation of earned income under Section 116 
of the Internal Revenue Code, and (2) the 
tax effect of the receipt of nonexempt earned 
income in foreign currency. 


In general, it is within the well-estab- 
lished constitutional prerogatives of the 
United States, as a sovereign political en- 
tity, to impose tax liability on its citizens 
in respect to income from any and all 
sources, whether within or without the 
geographical borders of the country. In 
the exercise of these sovereign powers of 
taxation, the government need not be con- 
cerned with the location of its citizens or the 
source from which their income may be 
derived. 


Seghers, ‘‘Federal Income Taxes on Foreign 
Transactions and Foreign Persons,’’ TAXES— 
The Tax Magazine, February, 1948, pp. 108-109. 


is a member of the New York 


bar, and is associated with Weisman, Grant & 
Jaffe. Formerly he handled tax matters for the 
federal government as Assistant United States 
Attorney for the Southern District of New York 
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The fact that a person is or may be 
taxable in a foreign country on all or part 
of his income, does not necessarily relieve 
him from his liability to taxation on the 
same income by the United States.? His 
liability is nonetheless co-extensive with his 
income unless such income is specifically 
exempted from the tax by the gratuitous 
act of Congress.* 


3y Section 116 of the Internal Revenue 
Code, Congress has thus gratuitously ex- 
tended partial tax exemption to American 
citizens who reside in a foreign country ‘ 
throughout the entire taxable year, by 
granting to such persons the right to ex- 
clude from their taxable gross income for 
the year their earned income (except 
amounts paid by the United States or any 
agency thereof) from sources outside the 
United States.® 


The term “earned income” is defined in 
that section ®° as wages, salaries, professional 
fees and other amounts received as com- 
pensation for personal services actually 
rendered. It does not include that part of 
the compensation derived by a taxpayer 
for personal services rendered by him to 


a corporation which represents a distribu- . 


tion of earnings or profits rather tian a 
reasonable allowance as compensati n for 


-T. D. 2152 (1915), an old decision but none- 
theless valid today. He must of needs depend 
upon the grace of Congress and its growing 
recognition of the inequity of double or multiple 
taxation. 

3Code Section 22 (a); Regulations 111, Sec- 
tion 29.22 (a)-1; Mim. 5630, February 9, 1944; 
I. T. 8679, 1944 CB 263; Cook v. Tait [1923 
CCH { 2102], 286 F. 409 (1923), aff'd [1 ustc 
992] 265 U. S. 47 (1924). See also Merrill, 
‘Jurisdiction to Tax,” 44 Yale Law Journal 582 
(1934-1935). 

4It should be carefully noted that all refer- 
ences throughout this article to ‘‘foreign’’ resi- 
dence or countries excludes from the scope of 
consideration the taxation of American citizens 
and domestic corporations on income earned or 
derived from within a possession of the United 
States. In the latter case, different and special 
statutory provision is made, considerably more 
favorable to the taxpayer. See Code Sections 
251 and 119. ; 

5 Code Section 116 (a) (1) (Regulations 111, 
Section 29.116-1) provides as follows: 

“Sec. 116. In addition to the items specified 
in section 22 (b), the following items shall not 
be included in gross income and shall be ex- 
empt from taxation under this chapter: 

‘‘(a) Earned Income from Sources Without the 
United States.— Wir. 

‘(1) Foreign Resident for Entire Taxable 
Year.—In the case of an individual citizen of 
the United States, who establishes to the satis- 
faction of the Commissioner that he is a bona 
fide resident of a foreign country or countries 
during the entire taxable year, amounts re- 
ceived from sources without the United States 
(except amounts paid by the United States or 
any agency thereof) if such amounts consti- 
tute earned income as defined in paragraph (3); 


Income from Foreign Sources 


the personal services actually rendered.’ 
Finally, in the case of a taxpayer engaged 
in a trade or business in which both per- 
sonal services and capital are material 
income-producing factors, a reasonable al- 
lowance as compensation for such personal 
services, not in excess of twenty per cent 
of his share of the net profits of the 
business, is considered as earned income.’ 


At the outset it may be well to note 
that in determining whether earned income 
is from sources within or without the 
United States, the place where the services 
are performed, and not where the com- 
pensation is paid, is the governing factor.’ 
The more bothersome problem, however, 


is whether a taxpayer has in fact received 
earned income. 


A determination of what actually con- 
stitutes “earned income” within the statu- 
tory limitations frequently requires a re- 
statement of the theme which by this time 
is woven throughout the entire fabric of 
federal income taxation: the judicial rec- 
ognition of taxation as an intensely realistic 
subject concerned not with form but with 
substance, not with illusion but with fact.’ 


Thus, for example, where purported salary 
payments received by a nonresident citizen 


but such individual shall not be allowed as a 
deduction from his gross income any deduc- 
tions properly allocable to or chargeable against 
amounts excluded from gross income under this 
subsection.”’ 

If exemption is claimed, no return need be 
filed by a taxpayer to assert the privilege— 
unless, of course, income from other sources 
requires him to file. See I. T. 2286, V-1 CB 52. 

® Code Section 116 (a) (3) (Regulations 111, 
Section 29.116-1). Prior to 1943, the definition 
appeared in Section 25 (a) of the Code. 

7 Compare Code Section 116 (a) (1) with Sec- 
tion 115, both of which provide a statutory basis 
for the penetration of screening devices con- 
cealing actual distributions of corporate earn- 
ings and profits. The victory of ‘‘compensa- 
tion’’ over ‘‘dividends’’ is the peculiar concern 
of the stockholder under the former section, 
whereas under the latter section it is usually 
of principal interest to the corporation in turn 
seeking a business deduction under Section 
23 (a). 

8 For application of this twenty per cent lim- 
itation, see Lawrence L. Tweedy [CCH Dec. 
12,588], 47 BTA 341 (1942); taxpayer’s appeal 
dismissed July 24, 1945. Cf. G. C. M. 396, V-2 
CB 37. 

®I, T. 2293, V-2 CB 33: I. T. 2286, V-1 CB 52; 
Regulations 111, Section 29.119-4; Herman A. 
Kollmar [CCH Dec. 14,371], 4 TC 727 (1945), 
acq. 1945 CB 4. 

10 See Gregory v. Helvering [35-1 ustc J 9043], 
293 U. S. 465 (1935); Helvering v. Hallock [40-1 
ustc { 9208], 309 U. S.'106 (1940); Helvering 
v. Clifford [40-1 ustc { 9265], 309 U. S. 331 
(1940); Commissioner v. Court Holding Com- 
pany [45-1 ustc { 9215], 324 U. S. 331 (1945); 


Commissioner v. Tower [46-1 ustc { 9189], 327 
U. S. 280 (1946). 
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actually were disguised dividends,” or where 
the taxpayer could not establish to the 
Commissioner’s satisfaction that he had 
actually performed services warranting the 
payment of compensation,” the income was 
not treated as earned and its exemption 
was denied. 


Jones Case 


In Harold F. Jones," a trust was created 
by a Mexican company which owned all 
the stock of the corporation (United Sugar) 
employing the taxpayer. The taxpayer ren- 
dered no services to the Mexican company 
and received no compensation or salary 
from it. Some of the stock of United 
Sugar was placed in the trust for the 
benefit of the taxpayer and other key em- 
ployees of that company, in recognition 
of services previously rendered by those 
persons. The taxpayer received a certificate 
evidencing his proportionate interest in the 
United Sugar stock held in the trust, and 
entitling him to receive a part of the 
dividends earned thereon. 


The taxpayer sought to treat as exempt 
under Section 116 (a), as earned income, 
the money which he received from the 
trust. The court, however, held that the 
dividends issued by the trust were paid 
to the taxpayer not because of his employ- 
ment by United Sugar but because of his 
rights as a beneficiary under the trust. 
It was the judgment of the Tax Court, 
therefore, that since United Sugar was 
under no obligation to make payments to 
the trust on account of salary due the 
taxpayer, the essential substance of the 
plan was an arrangement for the payment 
of dividends, not compensation. Exemption 
of such sums under Section 116 (a) was 
accordingly disallowed. 


Beaumont Case 


In Beaumont v. Helvering,“ the taxpayer 
was unsuccessful in his attempt to invoke 
the “earned income” exemption for another 
reason. The taxpayer, who had been a 
bona fide resident of France for eighteen 
years, was an officer in several investment 
and personal holding companies, from which 
companies he received various sums of money 


1 Harold F. Jones [CCH Dec. 15,018], 6 TC 
412 (1946). 

12 Beaumont v. Helvering [4 ustc { 1320], 73 
F. (2d) 119 (CA of DC, 1934); cert. den. 294 
U. S. 715 (1935). 

13 See footnote 11, supra. 

14 See footnote 12, supra. 
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during the taxable year in issue. He con- 
tended that the income thus received repre- 
sented compensation “for personal services 
performed as an officer of the companies,” 
but he furnished no proof beyond his own 
self-serving declarations. The Court of Ap- 
peals of the District of Columbia, affirming 
a decision of the Board of Tax Appeals 
in favor of the Commissioner, held that 
the taxpayer had failed to sustain his bur- 
den of proving the extent and nature of 
the services he had rendered and was there- 
fore not entitled to the exemption which 
might otherwise have been afforded by 
Section 116 (a) of the Code. 


Even where the income is truly earned 
income, the rule would seem to be that 
only that portion of such income which is 
actually or constructively received during 
the year of foreign residence is excluded. 
Thus, where a taxpayer who is on the cash 
basis receives compensation after his return 
to the United States, such compensation 
is not exempt despite the fact that it may 
be attributable to, and in payment for, serv- 
ices performed during the earlier period of 
foreign residence.” 


This rule is based upon the theory that 
“when a taxpayer reports on the cash 
basis, his cash receipts for the period cov- 
ered by the return are to be taken into 
account no matter when the transactions 
or services which produced the income 
represented by the cash receipts may have 
been consummated or performed. ‘ 
The time of its receipt by such a taxpayer 
determines the ‘taxable year’ for which it 
is to be reported.” * 


This rule seems both unfair and unsound. 
With due deference to the authority and 
precedents supporting the rule, it is re- 
spectfully submitted that under Section 116 
(a) exempt status attaches at the time the 
income is earned and this status having 
once attached, the income remains exempt.” 
It is certainly clear that had the taxpayer 
in the Muhleman case ™ been on the accrual 
basis instead of the cash basis, he would 
have benefited by the exemption. To de- 
prive the cash basis taxpayer of similar 
exemption is not only to torture the intent 
of the statute but to place an undue and 


1% Muhleman v. Hoey [42-1 ustc { 9203], 124 
F. (2d) 414 (CCA-2, 1942); Julius B. B. Stryker 
[CCH Dec. 8407], 29 BTA 1025 (1934): George 
W. P. Heffelfinger [CCH Dec. 14,798], 5 TC 


985 (1945); Frederico Stallforth [CCH Dec. 
14,950], 6 TC 140 (1946). 

16 Muhleman v. Hoey, supra. 

17See dissent of Black, J., in Julius B. B. 
Stryker, supra, footnote 15. 

18 See footnote 15, supra. 
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unnecessary premium on his manner of 


accounting.” 


Recent Qualification 


The rule stated above has recently been 
qualified by the addition of new subdivision 
(a) (2) of Section 116,” declaring that a 
citizen of the United States who has 
been a resident of a foreign country or 
countries for at least two years before the 
date on which he resumes his American 
residence, is exempt with respect to amounts 
received (that is, earned income) from 
sources without the United States “which 
are attributable to that part of such period 
of foreign residence before such date.” The 
meaning of this subdivision of Section 116 
(a) is not altogether clear. Although the 
caption of the section reads “Taxable Year 
of Change of Residence to United States,” 
implying a limitation of relief under that 
subdivision to earned income attributable 
to the taxable year to return to this coun- 
try, the text itself contains no such qualify- 
ing language. A conclusion that Section 
116 (a) (2) applies only to earned income 
attributable to the year of return, however, 
is supported by the regulations of the Com- 
missioner of Internal Revenue. 


In general, the various matters discussed 
in the preceding paragraphs have caused 
little trouble to taxpayers or to the Com- 
missioner in any consideration of the ap- 
plicability of Section 116 (a). Indeed, 
whether or not income was “derived from 
foreign sources,” and whether or not it 
“received within the proper taxable period,” 
were problems capable of at least factual 
solution with almost mathematical exacti- 
tude. In any event, the intention of the 
taxpayer and his good faith were deemed 
irrelevant considerations. 


Bona Fide Residence 


One further test, however, must be met 
by a taxpayer who would enjoy the fruits 
of exemption—a test considerably more 
dificult because essentially subjective in 
approach. This factor, more than all the 
others thus far mentioned, has been a 
stumbling block to the casual taxpayer 
who failed to pave his road to exemption 





”% Since Section 41 authorizes the Commis- 
sioner, in a case where the accounting method 
employed by a taxpayer does .not ‘‘clearly re- 
flect income,’’ to make corrective and adjusting 
computations, this might be an appropriate situ- 
ation for once utilizing that section in favor of 
a taxpayer. 

2 Added by Revenue Act of 1942. 
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as carefully as he might. This is the prob- 
lem of establishing to the satisfaction of 
the Commissioner that a taxpayer had an 
established bona fide residence in a foreign 


country during the taxable period in ques- 
tion. 


In order adequately to analyze this prob- 
lem, brief reference must be made to the 
legislative history of Section 116 (a). 


Under Section 116 (a), prior to its amend- 
ment in 1943, the test of the taxability of 
such income was whether the taxpayer was 
for more than six months of the year a 
bona fide nonresident of the United States. 
It was long the view of the Bureau of 
Internal Revenue, in substance, that resi- 
dence in a foreign country was not neces- 
sary to the exemption from taxation. Mere 
physical absence from the United States 
was said to be sufficient.” 

This view was in accord with that of the 
court in Commissioner v. Fiske Estate 
in which the Circuit Court of Appeals for 
the Seventh Circuit concluded “that Con- 
gress was not concerned with the question 
where a taxpayer had his permanent resi- 
dence, but rather intended the Act to apply 


.to any American citizen actually outside 


of the United States for more than six 
months during the taxable year.” ‘“Resi- 
dent” and its antonym, “nonresident,” were 
held to be “very slippery words which may 
have many and varied meanings”;™ and 
the courts, looking to the intent of the 
statute, decided that actually its purpose 
was to exempt income earned by persons 
abroad on proof of mere absence.” 

In drafting the 1942 Revenue Act, the 
House of Representatives proposed the en- 
tire repeal of Section 116 (a); but the 
Senate preferred, and accordingly proposed, 
an amendment of subsection (a), which 
was finally adopted as Section 148 of the 
Revenue Act of 1942. This amendment 
extended the required residence period 
abroad from six months to “the entire 
taxable year,” and placed upon the taxpayer 
the burden of establishing to the satisfac- 
tion of the Commissioner that he had been 
a bona fide resident of a foreign country 
for the requisite period. In other words, 





21G. C. M. 9848, X-2 CB 178; I. T. 3424, 1940-2 
CB 119. : 

22 [42-2 ustc {| 9485] 128 F. (2d) 487 (CCA-7, 
1942); cert. den. 317 U. S. 635 (1942). 

23 Commissioner v. Swent [46-1 ustc {| 9266], 
155 F. (2d) 513 (CCA-4, 1946); cert. den. 329 
U.S. 801 (1947). 

*Cf. Downs v. Commissioner [48-1 ustc 
9159], CCA-9, January 27, 1948. 

2s The reason for this amendment was stated 
as follows: ‘‘[The] provision of the present law 

(Footnote 25 continued on page 718.) 


717 


the residence requirement of the statute 
was changed from mere absence from, or 
“nonresidence” in, the United States, to 
bona fide residence in a foreign country.” 


‘“‘Domicile’’ Distinguished 


Exactly what additional facts must be 
established in order for a taxpayer to meet 
this new burden is, of course, not delimited 
in the statute or the Regulations; but 
Congress,” in amending Section 116, and 
the Commissioner, in his new regulations * 
interpreting the section, clearly indicate 
that the question of foreign residence is 
to be determined in general by the applica- 
tion of the principles relating to the prob- 
lem of whether an alien is a resident of 
the United States. 


The regulations™ relating to aliens re- 
siding in the United States also avoid a 
categorical statement of the requisite ele- 
ments of such American residence, but 
rather describe in vague and general terms 
some of the factors which must be taken 
into account. Because of its importance, 
the essential portion of these regulations is 
abstracted below: 


“An alien actually present in the United 
States who is not a mere transient or 
sojourner is a resident of the United 
States for purposes of the income tax. 
Whether he is a transient is determined 
by his intentions with regard to the 
length and nature of his stay. A mere 
floating intention, indefinite as to time, 
to return to another country is not 
sufficient to constitute him a transient. 
If he lives in the United States and has 
no definite intention as to his stay, he 
is a resident. One who comes to the 
United States for a definite purpose which 
in its nature may be promptly accom- 
plished is a transient; but if his purpose 


(Footnote 25 continued.) 

has suffered considerable abuse, in the case of 
persons absenting themselves from the United 
States for more than six months simply for 
tax-evasion purposes. ... 

‘This committee has adopted a provision which 
it is believed will effectively terminate the ab- 
use of this section but at the same time will 
not unduly penalize our citizens who are bona 
fide residents of a foreign country during the 
entire taxable year and éarned income from 
sources without the United States will be ex- 
empt.’’ Report of Senate Finance Committee, 
No. 1631, 77th Congress, 2d Session. 

2°Cf. Commissioner v. Swent, supra, foot- 
note 23. 

27See Report of Senate Finance Committee, 
supra. 

28 Regulations 111. Section 29.116-1. 

2 Regulations 111, Section 29.211-2. 
tions 29.211-3, 4 and 5. 
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Cf. Sec- 


is of such a nature that an extended 
stay may be necessary for its accomplish- 
ment, and to that end the alien makes 
his home temporarily in the United States, 
he becomes a resident, though it be his 
intention at all times to return to his 
domicile abroad when the purpose for 
which he came has been consummated 
or abandoned. An alien whose stay in 
the United States is limited to a definite 
period by the immigration laws is not a 
resident of the United States within the 
meaning of this section, in the absence 


of exceptional circumstances.” (Regula- 
tions 111, Section 29.211-2.) 


The foregoing statutory and regulatory 
provisions make it at least clear that domi- 
cile in a foreign country is not necessary 
in order to invoke the exemption privileges 
of Section 116 (a). As a matter of fact, 
under conventional juridical concepts “domi- 
cile”’ and “residence” have generally been 
deemed anything but synonymous.” But 
the mere statement of this distinction is of 
little assistance in determining the statu- 
tory meaning of “residence” in connection 
with the context and the legislative purpose 
of Section 116 (a).™ 


For these reasons, it is necessary to turn 
briefly to the cases on this subject litigated 
since the statutory amendment in 1942, 
but to bear in mind at all times that in 
applying such subjective criteria each case 
must necessarily stand or fall upon the 
factual record developed by the taxpayer 
during the taxable year involved. 


Section 116(a) Cases 


The early cases decided under Section 
116 (a), as amended, related to American 
citizens assigned to work on defense proj- 


ects in foreign countries. For the most 
part, the fact that these assignments were 
more or less temporary, and arose solely 
from the war emergency, persuaded the 
Tax Court that such persons were actually 
transients and not residents within the 
intendment of the statute.” 


The first case so decided was Arthur J. H. | 
Johnson= The taxpayer went to Green- 
land in 1942 to work as a mechanic under 
a one-year contract. His wife and son, 


30 Ingram v. Bowers [1931 CCH { 9111]. 47 F. 
(2d) 925 (DC N. Y., 1931); Bowring v. Bowers 
[1 ustc { 293], 24 F. (2d) 918 (CCA-2, 1928). 

81 Obviously, a connotation given to the word 
under some other statute can be of no disposi- 
tive aid. Cf. Arthur J. H. Johnson [CCH Dec. 
15,430], 7 TC 1040 (1946). 

® See cases cited infra, footnote 34. 

33 See footnote 31, supra. 
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however, remained in the United States. 
The Tax Court held that despite the fact 
that the taxpayer remained in Greenland 
throughout the year 1943, he was not 
entitled to the benefits of Section 116 (a) 
since he was not a bona fide foreign resident. 

Although the decision dealt at length 
with the transitory characteristics of the 
taxpayer’s residence in Greenland, it placed 
its principal emphasis upon the fact that 
the United States had, by treaty arrange- 
ment, reserved to itself extraterritorial jur- 
isdiction over American citizens employed 
in defense work in Greenland. This fact 
persuaded the court that the taxpayer was 
actually never without the jurisdiction of 
the United States and therefore could not 
possibly establish “foreign residence.” 

Regardless of these peculiar facts, the 
decision in the Johnson case was the signal 
for a whole series of decisions resulting 
in parallel holdings.” 

A halt to this headlong rush was finally 
called by the Circuit Court of Appeals for 
the Fifth Circuit in Swenson v. Thomas,* 
decided in December, 1947. In that case 
an American geophysicist, whose domicile 


was in the United States, was sent to_ 


Colombia under a three-year written con- 
tract to prospect for oil. The contract 


was terminable on thirty days’ notice. It 
further appeared that the taxpayer expected 


at all times to return to the United States 
and that he had so stated in his application 
for a passport. He remained in Colombia, 
however, for four years, and paid income 
taxes to that government while there. 

The decision of the court in sustaining 
the taxpayer’s right to an exemption for 
earned income from foreign sources under 
Section 116 (a) was based principally upon 
the ground that there was no evidence of 
bad faith on the part of the taxpayer. The 
court rejected the contention of the Com- 
missioner that the taxpayer’s intention to 
return defeated his right to invoke Section 
116 (a). After reviewing the standards 
set forth in Regulations 111, Section 29.211- 
2, the court wrote as follows: 


34 See, e.g., Michael Downs [CCH Dec. 15.431]. 
7 TC 1053 (1946), and J. Gerber Hoofnel [CCH 
Dec. 15,468], 7 TC 1136 (1946), aff’d in con- 
solidated appeals [48-1 ustc {| 9159]; Ralph Love 
[CCH Dec. 15,627], 8 TC 400 (1947); Dudley A. 
Chapin [CCH Dec. 15,937], 9 TC 142 (1947); 
Torkel Nesland [CCH Dec. 15,444(M)], 5 TCM 890 
(1946); Angelo Massaro [CCH Dec. 15,721(M)]. 
6 TCM — (1947); Louis C. Beauchamp [CCH 
Dec. 15,730(M)], 6 TCM — (1947); Harry R. 
— [CCH Dec. 16,178(M)], 6 TCM 1282 

47). 

35 [47-2 ustc 9404] 164 F. (2d) 783; rev’g 


— ustc { 9382] 68 F. Supp. 390 (DC Tex., 
1946). 
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“We think there is no evidence what- 
ever that there was any want of good 
‘faith. Swenson did not live in Colombia 
to evade taxes or for any bad purpose, 
but only to do the work he was sent to 
do. We think there can be no doubt 
that his continuous and unbroken living 
there for four years was ‘residence’. He 
did not change his citizenship, nor does 
the law contemplate that. The exemp- 
tion was expressly made for citizens of 
the United States. The law says nothing 
of domicile, or changing that. Domicile 
is not changed by foreign residence so 
long as there is an intention to return 
home. Swenson in applying for his pass- 
port stated his domicile was in the United 
States; and he has never changed it. 
But notwithstanding the fact that he 
established no fixed home in Colombia, or 
even a settled place of abode, his work 
requiring him to be ever on the move, it 
remains true that he was always living 
in Colombia, attending to his business 
there; and that we think constitutes 
residence there.” 


Strict Construction 


It is particularly enlightening to com- 
pare these views on a taxpayer’s intentions 
with those expressed by the Tax Court in 
a case™ prior to the Swenson decision: 


“We see nothing in the record to con- 
travene petitioner’s intention to return 
to the United States upon the comple- 
tion of his employment... . The tenure of 
that employment was wholly within his 
control.” 


There would seem to be no basis for so 
strict a construction of statutory exemp- 
tion. Indeed, the Regulations themselves 
ask no more than that the taxpayer have 
a floating intention, “indefinite as to time,” 
to return to the United States, and do 
not require that he finally and irrevocably 
forsake American domicile. 


The Tax Court’s adoption of so strict a 
construction of the Regulations and statute 
is in itself something of a paradox. The 
standards of residence prescribed by the 
Regulations under Section 211 of the Code 
are, of course, broadly construed by the 
Commissioner and the Tax Court in those 
cases in which it is desired to invoke the 
taxing powers against aliens; indeed, the 
Commissioner has ruled that if an alien 
has resided in the United States for one 
year, there is a presumption that he its a - 


% Louis C. Beauchamp, supra, footnote 34. 
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resident for tax purposes in the absence of 
known facts to the contrary.” 


On the other hand, the invocation of the 
same Regulations for the purpose of testing 
the foreign residence of an American citizen 
appears to call into play more conservative 
considerations, for thus far the Commis- 
sioner has issued no ruling extending a 
parallel presumption of residence to Ameri- 
can citizens residing abroad. Since Con- 
gress saw fit to make applicable to such 
American citizens the same qualifying cri- 
teria as govern the cases of aliens residing 
in the United States, there would seem to 
be no legitimate basis for any variance in 
the application of such factors to each 
class of persons. A presumption derived 
from the Regulations should be as long as 
it is broad, applying in all cases, whether or 
not to the advantage of the Commissioner. 


Payment of Foreign Taxes 


Soon after the decision in the Swenson 
case, the Tax Court handed down its deci- 
sion in Audio G. Harvey.™ The facts, 
almost identical with those in the Swenson 
case, involved another employee of Geo- 
physical Service, Inc. Principally on the 
authority of the aforesaid decision of the 
Circuit Court of Appeals, the Tax Court 
held that the taxpayer was a bona fide resi- 
dent of Colombia in the taxable year 1943. 


It took pains to point out, however, that 
considerable weight had been given to the 
fact that the taxpayer had paid income 
taxes to Colombia, an act not only in- 
consistent with the status of a transient 
but also avoiding the evil of tax evasion, 
which had led to the amendment of Section 
116 (a) in 1942. The court weakly dis- 
tinguished its decision in the Johnson case, 
supra, by stating that in the latter case 
the court was concerned with a short-term 
employment, whereas in the Harvey case 
the taxpayer, unmarried and accustomed 
to working in foreign lands, had evidenced 
an intention to make his home wherever he 
hung his hat.” 

This reference to the payment of foreign 
taxes is made in almost all the decisions 
of the Tax Court. Indeed, the Harvey case 
can be distinguished on that single ground 





37 QO. D. 197, 1 CB 164. 

3% [CCH Dec. 16,231] 10 TC —, No. 25 (Jan- 
uary, 1948). 

39 It would have been simpler, and probably 
more sound, had the Johnson case been dis- 
tinguished factually on the ground that there 
the taxpayer was employed at a location over 
which the United States exercised extraterri- 
torial jurisdiction. 
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not only from the Johnson case but from 
all of the earlier cases decided by the Tax 
Court.” 


In Torkel Nesland,“ the Tax Court went 
so far as to remark that in its judgment 
the Congressional intent in the amendment 
of Section 116 (a) was to avoid the double 
taxation of those “actually so _ resident 
abroad as to be paying tax to foreign 
countries.” Since it appeared that the tax- 
payer was exempt from foreign tax by 
special treaty arrangement, he was ‘held 
to be without the scope of the exemption 
accorded by Section 116. More recently, 
in Charles F. Bouldin,” the Tax Court, in 
granting a taxpayer exemption under Sec- 
tion 116 because of his expressed and con- 
firmed intention of establishing permanent 
residence in Canada, felt obliged to remark 
ruefully that the only “unfavorable circum- 
stance” was that the petitioner had not 
paid Canadian tax during the taxable year 
in question. 


The emphasis thus placed by the Tax 
Court upon payment of foreign taxes is 
derived, it is submitted, from a misinter- 
pretation of the legislative mandate. Since 
neither Congress in the controlling statu- 
tory provision nor the Commissioner in 
his regulations construing that provision 
mentions payment of taxes to a foreign 
country as a factor even affecting, much 
less controlling, the imposition of income 
tax by this country, it is unwarranted 
judicial legislation for the Tax Court to 
interpolate such a criterion.“ Double taxa- 
tion, it is true, or at least multiple taxation, 
was the partial concern of Congress in 
enacting and amending Section 116 (a); 
but there is no indication that Congress 
intended such payment of foreign taxes to 
constitute a condition precedent to the 
invocation of that section. 


In any event, and whatever may be the 
ground or grounds for distinguishing the 
earlier cases, the Tax Court and the Com- 
missioner seem inclined to review and con- 
sider with added tolerance the claims of 
taxpayers seeking Section 116 (a) exemp- 
tions whose foreign migrations are in aid 
of organized business needs or in further- 
ance of established careers.“ 





4 See footnote 34, supra. 

41 [bid. 

# [CCH Dec. 15,765] 8 TC 959 (1947); acq. 
1947-15-12592. 

43 See the dissent of Leech, J., in Arthur J. H. 
Johnson, supra. 

** An American citizen, for example, employed 
as a director and general manager of an Eng- 
lish company and as the European representa- 
tive of an American corporation, was ruled to 
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If this test of good faith as enunciated 
in the Swenson case, supra, has any vitality 
today, there would seem to be little basis 
for differentiating the foreign residence of 
executives, professional or career men from 
that of mechanics or laborers. If labors 
are performed in a foreign country in good 
faith and the taxpayer actually remains within 
the foreign country for the requisite pe- 
riod of time, he should be entitled to an earned 
income exemption under Séction 116 (a). 


Chapman Case 


The recent decision of the Tax Court * 
in its consideration of the residence of 
an alien in the United States further il- 
luminates its current disposition. A League 
of Nations official, a citizen of New Zealand, 
was temporarily assigned to the United 
States during several war years. The tax- 
payer had no definite intention as to the 
length of his stay, as he did not know 
with any certainty how many years he 
might remain here. When he first came to 
the United States, he and his family gave 
up their Geneva living quarters and rented 
premises at Princeton, New Jersey. On 
these facts, the Tax Court held that the 
taxpayer was a resident of the United 
States within the scope and meaning of 
Section 211 of the Internal Revenue Code. 
The court made the following pertinent 
remarks: 


“He had no definite intention as to 
his stay, i.e., he did not know how many 
vears he might remain here. An ex- 
tended stay was necessary to accomplish 
the purpose for which he came and to 
that end he made his home temporarily 
in the United States. He thus became 
a resident within the definition of the 
regulation, even though he may have in- 
tended to return to his domicile abroad 
when the purpose for which he came had 
been accomplished or abandoned. He 
conducted his business here during the 
taxable years. The respondent has not 
advanced any reason why such a person 
should be regarded as a nonresident w thin 
the meaning of that term as used in 
sections 211 and 212 and, consequently, 





be a bona fide resident of a foreign country 
despite the fact that he maintained a permanent 
domicile in the United States and had his salary 
credited in part to a bank account which he 
kept in this country. Special Ruling. February 
25, 1947, signed by Deputy Commissioner of 
Internal Revenue [464 CCH { 6136]. 

*® John H. Chapman [CCH Dec. 16,049], 9 TC 
619 (1947). 
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his argument based upon those sections 
merits no further consideration.” 


This decision would seem to be thoroughly 
sound, representing a more rational ap- 
proach than was evidenced in the earlier 
cases. The extent of this advance is ap- 
parent from a re-examination of the decision 
in the Johnson case, in which the Tax 
Court, after conceding that the Regulations 
consider a taxpayer as having established 
residence if he has “a purpose of such a 
nature that an extended stay may be neces- 
sary for its accomplishment, and to that 
end makes his home temporarily in the 
foreign country,” nevertheless fell back on 
the fact that the taxpayer ultimately in- 
tended to return to the United States. 
Thus, the court implicitly suggested that 
such a state of mind constituted a dis- 
qualification under Section 116 (a). Such 
a disqualification is far from apparent 
in the statute or Regulations, and the de- 
cision of the Tax Court in the Chapman 
case appears to be a recognition of this fact. 


General Principles 


Conservative tax considerations require 
the qualifying statement that despite the 
fact that the more recent decisions under 
Section 116 (a) and under Section 211 
appear to indicate a more pliable inter- 
pretation by the Tax Court, the matter 
of residence under those sections will prob- 
ably remain in a state of flux at least until 
such time as the Supreme Court has had 
an opportunity to speak on the subject. 
Nonetheless, the following general princi- 
ples emerge from the cases thus far decided: 


Under the statute and Regulations, a 
person who is not a transient is a resident. 
And, as is made clear in the Regulations, 
one who goes to a foreign country for a 
definite purpose which by its very nature 
may be promptly accomplished is a tran- 
sient. However, if the purpose is of such 
a nature that an extended stay may be 
necessary, or if the person has a mere 
“floating intention” “ as to when he will 
return to this country, he becomes a foreign 
resident regardless of the fact that he intends 
to return to the United States upon the ulti- 
mate completion or abandonment of his work. 


Whether or not one is a resident, al- 
ways has been a question of intention 
resting upon the facts in each case. The 
course of conduct of a taxpayer may, and 
frequently does, prove dispositive. Since a 
taxpayer is under no duty, legal or patriotic, 
gratuitously to increase his taxable income, 





4 Regulations 111, Section 29.211-2. 
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and, indeed, cannot be subjected to criticism 
for adopting legitimate steps to minimize 
his taxes, he can largely serve his own 
purposes by adopting a course of conduct 
and overt acts so that he “identifies himself 
in some degree with the customs and lives 
under and within such customs”“” of a 
foreign country sufficiently to imply to the 
satisfaction of a court an intention to 
establish foreion residence within the exempt- 
tion of Section 116 (a). 


Income Received in Foreign Currency 


Although a thorough familiarity with 
the standards and requirements of Section 
116 of the Code will guide most taxpayers 
to their objective, in certain situations, 
of course, factual limitations and restric- 
tions preclude the legitimate use of the 
exemption accorded by that statute. Under 
such circumstances, the taxpayer is required 
to include in his gross income earned in- 
come from foreign sources. 


Double taxation is avoided by the credit 
for foreign taxes allowed under the In- 
ternal Revenue Code. Thus, a citizen of 
the United States who is required to pay 
taxes to a foreign country on income which 
is derived from sources within that country 
and which is also subject to federal income 
tax is allowed to claim as a deduction in 
computing net income the amount of the 
taxes paid to the foreign country;“ or, at 
his election, he may credit against his 
United States income tax, subject to cer- 
tain limitations as to amount, any income, 
war profits or excess profits taxes paid 
or accrued during the taxable year to the 
foreign country.” 


An additional problem is presented where 
a taxpayer receives such earned income in 





t Michael Downs and J. Gerber Hoofnel, 
supra, footnote 34. 


4%See Code Sections 23(c) and 116(a)(1). 
Where the income is exempt from federal in- 
come tax, however, this deduction is not avail- 
able and only the credit may be utilized. 


* Code Section 131. The limitations are set 
forth in subsection (b) of Section 131 as follows: 


‘*(1) The amount of the credit in respect of 
the tax paid or accrued to any country shall not 
exceed, in the case of a taxpayer other than a 
corporation, the same proportion of the tax 
against which such credit is taken, which the 
taxpayer’s net income from sources within such 
country bears to his entire net income for the 
same taxable year, or in the case of a corpora- 
tion, the same proportion of the tax against 
which such credit is taken, which the taxpayer’s 
normal tax net income from sources within such 
country bears to its entire normal tax net income 
for the same taxable year; and 
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a foreign currency. The variety of foreign 
government controls on their currencies, 
and the types and extents of blocked cur- 
rencies, make it extremely difficult to set 
forth any general rule as to the tax treat- 
ment of such earned income.” The solu- 
tion of this problem to a large extent 
depends upon the specific government regu- 
lations in each situation.” 


Nevertheless, a review of the several deci- 
sions which have examined this subject is 
informative in so far as it serves to draw 
a tentative line of demarcation between the 
foreign currency transactions that clearly 
are beyond the scope of federal taxing 
powers and those that are or may be with- 
in its constantly expanding ambit. 


In International Mortgage & Investment 
Corporation the taxpayer, prior to the 
year 1931, caused American dollars to be 
taken into Germany and used there to 
purchase German mortgages below their 
face value. In July, 1931, a financial crisis 
within that country brought in its wake 
a government fiat prohibiting the transfer 
out of Germany of marks received upon 
the repayment of capital investments. Dur- 
ing the same year, while this government 
regulation was in effect, the taxpayer re- 
ceived reichmarks which had a theoretical 
exchange value higher than. the amount of 
the taxpayer’s capital investment. The 
excess of the theoretical exchange value 
over the amount of the capital investment 
was treated by the Commissioner of In- 
ternal Revenue as income to the taxpayer 
in the year of its receipt. 


In a suit brought by the taxpayer for a 
refund of tax attributable to the above 
transaction, the Board of Tax Appeals sus- 
tained the taxpayer, holding that the marks 
which it had received through its agents 


““(2) The total amount of the credit shall not 
exceed, in the case of a taxpayer other than a 
corporation, the same proportion of the tax 
against which such credit is taken, which the 
taxpayer’s net income from sources without the 
United States bears to his entire net income 
for the same taxable year, or, in the case of a 
corporation, the same proportion of the tax 
against which such credit is taken, which the 
taxpayer’s normal tax net income from sources 
without the United States bears to its entire 
normal tax net income for the same taxable 
year.”’ 

The detailed operation of this credit is prop- 
erly the subject of a separate article. 

5 The Commissioner has refused to make a 
general statement on the subject for this reason. 

‘1 For an illuminating discussion of this sub- 
ject, see Roberts, ‘‘Taxation of Transactions in 
Foreign Currencies,’’ 18 New York Certified 
Public Accountant 101-109. 

52 [CCH Dec. 9691] 36 BTA 187 (1937). 
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in Germany could be neither converted nor 
withdrawn from that country. Significant- 
ly, the Board found as a matter of fact 
that during the year 1931 there was no 
market for the restricted marks and that 
no one could form an opinion as to their 
true value at that time. The conclusion 
of the Board that the taxpayer need not 
include in its gross income the excess marks 
which it received in 1931, was derived princi- 
pally from the finding of fact last mentioned. 


In the case of Credit & Investment Cor- 
poration,” however, it appeared that some- 
what relaxed regulations permitted the 
limited use of marks within Germany and, 
further, that there was some market for 
those marks in New York. Accordingly, 
on a similar set of facts, the Board of Tax 
Appeals held that the taxpayer had to 
include in its gross income the marks which 
it had so received in Germany to the extent of 
their dollar value on the New York currency 
exchanges at the time of their receipt. 


Conflicting Theories 


From these cases conflicting theories have 
evolved. On the one hand, it has been 
said that in order to be subject to tax on 
the receipt of blocked currency, a taxpayer 
must have the legal power to convert the 
foreign currency into dollars." The more 
appropriate statement of the rule, however, 
would seem to be that blocked currency is 
taxable on receipt ‘where it has an ascer- 
tainable equivalent dollar value and where 
the taxpayer has the legal power to con- 
vert it into American dollars or to derive 
economic satisfaction from its use within 
the country of its origin. 


The case of Eder v. Commissioner™ is 
illuminating. The taxpayer in that case 
was a shareholder of a foreign personal 
holding company organized under the laws 
of Colombia. During the year 1938, the 
corporation retained within Colombia a 
large sum of money which comprised un- 
distributed Supplement P net income 
under the then applicable provisions of the 
Internal Revenue Code.™ Unfortunately, 
this undistributed net income could not 
legally be transferred outside Colombia be- 


383 [CCH Dec. 12,829] 47 BTA 673 (1942). 

5 United Artists Corporation of Japan [CCH 
Dec. 13,990(M)], 3 TCM 574 (1944); Lassen, 
“Blocked Accounts,’’ TAXES—The Tax Maga- 
zine, March, 1945, p. 238, cited in Roberts, op. 
cit., supra, footnote 51. 

53 [43-2 ustc 9519] 138 F. (2d) 27 (CCA-2, 
1943), rev’g in part Phanor J. Eder [CCH Dec. 
12,577], 47 BTA 235 (1942); on remand from 
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cause of existing prohibitions and regula- 
tions of that country; there were no 
regulations, however, which prohibited the 
use of such Colombian currency, whether 
by spending or by investment, within the 
territorial limits of the country. 


Legislative Basis 


The Commissioner of Internal Revenue 
contended that despite Colombian currency 
restrictions, a pro-rata share of the un- 
distributed Supplement P net income of 
the foreign personal holding company had 
to be included in the taxpayer’s gross in- 
come for the taxable year under review 
because Section 337 of the Internal Reve- 
nue Code made no exception for a case 
involving such foreign currency restrictions. 
In this connection, he argued that the mandate 
of the statute was clear and unconditional. 


The Board of Tax Appeals held that 
Congress, in the enactment of Section 337, 
did not provide that the legal transfer of 
undistributed earnings of a foreign personal 
holding company to the United States was 
a condition precedent to the laying of the 
tax. Accordingly, the Board held that a 
pro-rata share of the undistributed net in- 
come of the foreign personal holding com- 
pany had to be included in the taxpayer’s 
gross income despite the prevalent currency 
restrictions, and computed the value of the 
undistributed earnings at the rate of ex- 
change for free currency. It distinguished 
its decision in International Mortgage & In- 
vestment Corporation on the ground that 
in the earlier case decision had been reached 
squarely under the doctrine of constructive 
receipt and was not based upon any specific 
legislation. 


The Circuit Court of Appeals sustained 
the theory of the Tax Court as to the 
taxability of the transaction, but on con- 
siderably broader grounds. It concluded 
that even though the blocked currency 
could not have been legally converted into 
American dollars, there was no disability 
under Colombian law to prevent the tax- 
payer from investing, spending or other- 
wise obtaining “economic satisfaction” from 
the currency within the borders of that 


CCA-2 [CCH Dec. 13,935(M)] 3 TCM 460 (1944). 

5% Section 337(a) of the Revenue Act of 1938 
(Code Section 337) provided as follows: ‘‘The 
undistributed Supplement P net income of a 
foreign personal holding company shall be in- 
cluded in the gross income of the citizens or 
residents of the United States . . . who are 
shareholders in such foreign personal holding 
company.”’ 
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country. Since, therefore, the taxpayer was 
able to derive “economic satisfaction” from 
the currency, its value in American equi- 
valents must be included in gross income.” 
The court stated its conclusion in the 
following succinct paragraph: 


“We do not agree with taxpayers’ argu- 
ment that inability to expend income in 
the United States, or to use any portion 
of it in payment of income taxes, neces- 
sarily precludes taxability. 
circumstances it has been held that the 
fact that the distribution of income is pre- 
vented by operation of law, or by agree- 
ment among private parties, is no bar to 
its taxability. See, e.g., Heiner v. Mellon 
[38-2 ustc J 9311], 304 U. S. 271, 281, 58 
S. Ct. 926, 82 L. Ed. 1337; Helvering v. 
Enright’s Estate [41-1 ustc 9356], 312 
U. S.. 636, 641, 61 S. Ct. 777, 85 L. Ed. 
1093; cf. Helvering v. Bruun [40-1 ustc 
{ 9337], 309 U. S. 461, 60 S. Ct. 631, 84 
L. Ed. 864.” 


The appellate court, however, did not 
agree that the valuation of such currency 
at the rate for free currency was proper. 
Noting that nothing in the record showed 
how economic satisfaction in Colombia 
could be measured in American dollars, 
the court nonetheless remarked that per- 
haps it could be measured on the basis of 
the respective price indices in the United 
States and Colombia, if the commodities 
included in such indices were restricted to 
those which could readily have been pur- 
chased in Colombia in the taxable year. 


It is assumed, however, that utilization 
of such indirect means of valuation is neces- 
sary only in those cases in which there is 
no American market in such foreign cur- 
rency. The general rule would seem to be 
that the value of foreign currency is based 
upon the rate at which the taxpayer is able 
to convert it into American dollars. Neither 
the official rate of exchange nor the rate of 
exchange applicable to free currency is 
controlling.® 


Weil Case 


The rationale of the Eder case was tan- 

31 Because of this decision, it is at least doubt- 
ful whether International Mortgage ¢& Invest- 
ment Corporation, supra, footnote 52, is still 
law. But cf. United Artists Corporation of 
Japan, supra, footnote 54, contra, holding the 
Eder case to be limited to peculiar facts. 

8 Eder v. Commissioner, supra, footnote 55; 
Edmond Weil, Inc. [CCH Dec. 14,094(M)], 3 
TCM 844 (1944); I. T. 3568, 1942-2 CB 112. 

® Supra, footnote 58; aff'd [45-2 ustrc { 9377] 
150 F. (2d) 950 (CCA-2, 1945). 
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gentially reaffirmed in Edmond Weil, Inc.” 
In this case the decision rested principally 
upon a holding that the taxpayer had not 
sustained the burden of establishing that 
currency exchange restrictions in Brazil 
prevented the exportation of such currency 
or its unrestricted use within that country. 


The subject of foreign currency controls 
was recently revisited by the Tax Court 
in the case of Max Freudmann The tax- 
payers were members of a Canadian partner- 
ship who found themselves prohibited by 
Canadian regulations from bringing into 
the United States all of the earnings of the 
partnership. The Commissioner sought to 
include the partnership earnings despite 
Canadian currency restrictions, on the 
ground that the provisions of Section 182 
(c) of the Internal Revenue Code required 
the taxpayers to include in their net income 
their respective distributive shares of the 
ordinary net income of the partnership, 
whether or not actual distribution was 
made to them. 


In the presentation of their case before 
the Tax Court, the taxpayers failed to 
establish the precise nature of the Canadian 
restrictions; nonetheless, the court assumed 
that the restrictions were effective to pre- 
vent the transmission of all funds to the 
United States. The Tax Court sustained 
the Commissioner, holding that the clear 
mandate of the last-mentioned provisions 
of the Internal Revenue Code required the 
taxpayers to include in their respective 
income tax returns the undistributed earn- 
ings of the Canadian partnership despite 
their unavailability in American dollars. In 
reaching this conclusion, the court remarked 
that there was no evidence to show that 
the taxpayers did not at all times have 
free use of the income in question in the 
conduct of their partnership business in 
Canada. This negative finding makes it 
abundantly clear that the court intended 
to apply the doctrine of “economic satis- 
faction” evolved in the Eder case. In 
doing so, however, the court felt obliged 
to premise its holding on a so-called man- 
date of a specific taxing statute. 


It is submitted that the reliance upon 
special and unique statutory provisions 
seems entirely irrelevant if the doctrine 
of “economic satisfaction” has any inde- 
pendent vitality. If the taxpayer has the 
right and the privilege of enjoying eco- 
nomic satisfaction from foreign currency 
within the territorial limits of its source, 


® [CCH Dec. 16,379] 10 TC —, No. 105 (May 
10, 1948). 
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the equivalent American value of such for- 
eign currency should be included in _ his 
gross income regardless of the existence 
or nonexistence of a specific statute which 
treats that income as constructively re- 
ceived. Under such circumstances, the doc- 
trine of constructive receipt has a basis for 
application firm enough to make unneces- 
sary resort to the authority of special 
taxing statutes. 

In any event, even today the full import 
of the Eder case is not yet completely 
understood. Whether its application is to 
be confined to cases involving special tax- 
ing statutes; whether the application of 
the doctrine of “economic satisfaction” has 
independent stature; whether the applica- 
tion of the concepts of “economic satis- 
faction” is to be limited to persons who 
travel, invest or operate extensively abroad 
and thus have an opportunity of utilizing 
such foreign currency—all these questions 
are still unresolved. 


British Restrictions 


In order to present this subject in the 
fullest possible scope, while keeping in 
mind the natural limitations of this article, 
it would seem desirable to refer briefly to 
a mimeograph™ issued by the Commis- 
sioner of Internal Revenue which sets forth 
the restrictions imposed by Great Britain 
on its currency. It may be informative 
to learn the extent of the controls in that 
country since they illustrate in a general 
way the manner in which European nations 
have handled this economic problem. 

From this mimeograph it appears that 
the following items must be credited to 
“blocked accounts” where payment is in- 
tended for the benefit of nonresidents of 
Great Britain: 

“(a) Sterling proceeds of securities drawn 
for repayment or maturing after Nov. 23, 
1940, from the Bank of England, or sur- 
rendered after that date for cashing before 
maturity. This does not apply to National 
Savings Certificates, 3% Defense bonds, or 
British Treasury bills. 

“(b) Amounts to be distributed follow- 
ing the sale or winding up of companies or 
the dissolution of partnerships. 

“(c) Legacies and similar payments. 

“(d) Capital payments arising out of 
settlements. 

“(e) Proceeds of the sale of real estate, 
furniture, pictures, jewelry or other mov- 

®t Mim. 5297, 1942-1 CB 84. 

6 Apparently no similar mimeograph thus far 


has been issued in respect to the currency 
controls of any other nation. 


Income from Foreign Sources 


able assets other than goods imported for 
sale in the ordinary course of trade.” 


The only way the owner of a “blocked 
account” may realize on it, the mimeograph 
declares, is by conversion in specified govern- 
mental securities the income from which is 
available through “registered account” at 
the “official” exchange rate also applicable 
to conversion of British income: tax paid 
with respect to this item. Capital gains of 
the above five classes are not realizable in 
any amount and are not subject to United 
States tax. Income from British sources 
(exclusive of capital gains), such as salaries, 
pensions, commissions, professional fees, 
interest on mortgages and securities, rents, 
dividends, patent and copyright royalties, 
trademark fees and profits on commercial 
transactions received by a taxpayer, if it 
is payable in sterling, will be converted to 
dollars at the “official” rate of exchange 
as of the date payments were made or, if 
the taxpayer is on the accrual basis, as of 
December 31 of the taxable year. Where 
actual realization of British income or 
payment of British taxes is accomplished 
at rates different from “official” rates, these 
instructions do not apply. 


The problems which confront the tax- 
payer in establishing his exempt status under 
Section 116(a) of the Code are essentially 
no different from those which are involved 
under other exemption or exclusion stat- 
utes. The taxpayer must recognize at all 
times that exemptions, like deductions, are 
matters of legislative grace, and that the 
taxpayer who seeks the advantage of such 
exemptions has the burden of establishing 
his right to them. The taxing power is 
never relinquished unless the intent to do 
so is expressed in clear and unambiguous 
terms, and only if the facts clearly warrant 
such exemption.® 


Knowledge of the principles of Section 
116(a) of the Code, and awareness of its 
pitfalls and of the burden of proof residing 
in a taxpayer, can be of immeasurable 
value to him if his business prospects point 
to the possible availability of the exemption 
privileges of that section. The time for 
tax planning is not after a transaction is 
completed and the facts are a matter of 
historical record, but when the project is 
still in an inchoate stage and an appropriate 
factual basis may be laid by a course of 
conduct consistent with the best interests 
of the person concerned. [The End] 


6&8 Pacific Company, Ltd. v. Johnson, 285 U. S. 
480 (1932); Georgia Railroad and Banking Com- 
pany v. Wright, 125 Ga. 589, 54 S. E. 52; Arthur 
J. H. Johnson, supra, footnote 31. 
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T HE SYSTEM by which the national 
finances of Britain are administered was 
invented nearly a hundred years ago. Some 
of the principles upon which it rests are 
very much older. During that period it 
has undergone some secondary adaptations. 
In this brief description it will be con- 
venient to consider first the major principles 
upon which the system is founded and then 
the institutions and techniques through 
which those principles operate. 


Two fundamental constitutional prin- 
ciples must be mentioned at the start: 


(1) The principle of the supremacy of 
Parliament. In _ financial matters, this 
means the House of Commons—the popu- 
larly elected House. The House of Lords, 
since 1911, can no longer exercise any stat- 
utory rights over financial matters. 


(2) The principle that what is called 
“supply’—Parliamentary authorization of 
expenditure demanded by the government 
—must come before what is called “ways 
and means’—i.e, Parliamentary author- 
ization of the taxation or other resources 
needed to meet that expenditure. 


The first principle needs little explantion. 
In the long political struggle between King 
and Parliament in the seventeenth century, 
out of which British Parliamentary democ- 
racy was born, the crucial issue was 
whether the King (or his ministers) should 
have power to impose taxes on the people 
or that power should rest in the hands of 
Parliament alone. Parliament won. 


The second principle is of less obvious 
significance, but equally important. In 
form, it is a rule of procedure imposed by 
Parliament on itself. But it means, in sub- 
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stance, that taxes may be imposed only 
for purposes which Parliament has already 
specifically approved, and only to the extent 
necessary for those purposes. 


In this exposition we shall omit from 
consideration the public corporations which 
administer the newly nationalized indus- 
tries and other public enterprises (except 
the posts, telegraphs and telephones). These 
are outside the national budgetary system, 
are governed by special laws, are financially 
autonomous and, in most cases, are self- 
supporting. 


After the battle for the control of tax- 
ation by Parliament had been won in the 
seventeenth century, a fundamental prob- 
lem remained: How was control to be 
made effective? Parliament could resolve 
that the proceeds of a certain tax, or a 
given sum of money voted to the King’s 
government, should be used only for cer- 
tain stated purposes. But how was it to 
secure that the money was in fact so used? 
For many years Parliament seemed _ in- 
different to this problem. Then it came 
to be realized that the right to control 
taxation was in jeopardy unless the ex- 
penditure of the taxes was also controlled. 
But it was still many years before an 
effective solution of this problem was found. 
Efforts were frustrated by the personal 
influence of monarchs and their friends, 
by the power of great nobles, by the lack 
of the modern science and techniques of 
accountancy and audit, and by the general 
corruption and venality of the age. Par- 
liament—itself then representing a small 
and privileged section of the community— 
sought its remedy, when it sought one at 
all, in more precise appropriation and in mul- 
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tiplication of controls over the issue of 
money to those whose business it would 
be to spend it for public purposes. Once 
the money had been issued to a multiplicity 
of high officials, control over it was prac- 
tically lost. 


But in the early part of the nineteenth 
century, in the extreme embarrassment 
and confusion into which the national fi- 
nances had been brought through the long 
struggle against Napoleon, a new movement 
appeared. Between 1832 and 1865, the whole 
situation was revolutionized. Order and 
simplicity took the place of disorder and 
complexity. It was a period of great re- 
forms in many fields of public life, owing 
their driving force largely—and especially 
in finance—to this shift of political power 
from the landed aristocracy to the new 
man of industry and commerce. 


Basic Structure 


The essence of the new system was (and 
is) as follows: 


(1) All revenue must be paid into a 
single account—the “Exchequer,” or the 
national treasury. 


(2) All issues out of the Exchequer pass 
into a banking account kept by a single 
high officer, the Paymaster-General, who 
is the banker of all the spending depart- 
ments. 


(3) There is in every department one 
high official, the accounting officer, who is 
personally responsible for seeing that in 
all financial matters the law is obeyed, 
and who therefore has effective control 
over all moneys placed at the department’s 
disposal. 


(4) There is another high official, the 
Comptroller of the Exchequer and Auditor- 
General of Public Accounts, who has a 
dual function: 


(a) Every issue out of the Exchequer 
requires his authorization. - 


(b) He audits the accounts of all the 
spending departments, satisfies himself that 
no Parliamentary authority has been ex- 
ceeded and that none of the money has 
been spent on purposes not authorized by 
Parliament, and reports directly to Par- 
liament thereon. 


By these devices, the whole of the na- 
tional revenue has been concentrated in a 
single banking account; the whole of the 
funds provided for government expenditure 
is kept (with a few exceptions) in another 
single banking account; and a single con- 
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trol independent of the executive govern- 
ment is imposed on both. It is, moreover, 
a control which follows the money right 
down from its issue from the Exchequer 
to its ultimate disbursement by any de- 
partmental official. But this detailed con- 
trol of expenditure operates by way of 
audit after the expenditure has taken place, 
and not by way of press audit or antici- 
patory sanction. 


Parliamentary Authorization 


All money required to meet the expenses 
of government must be taken from the 
people either by compulsion or by taxation, 
or must be raised by voluntary loans. This 
general statement needs oneé qualification: 
in so far as the state owns property 
(whether land, investments or enterprises 
of salable materials) which produces in- 
come, that income is a third source from 
which the expenses of government can be 
and are, in part, met. But in Britain, 
except after a great war, when large ac- 
cumulations of war material must be sold, 
these receipts are relatively small. Most 
of the nationalized revenue-earning enter- 
prises are operated, outside the budget, by 
the public corporations to which we have 
already referred. We shall see later how 
such receipts are handled. 


No tax can be imposed or varied except 
by the authority of Parliament (though 
under a war emergency act, the govern- 
ment has temporarily been given a limited 
power to impose, or vary, purchase tax 
on goods). That authority may be in the 
form of an act (law) or a resolution later 
confirmed by act. This applies also to 
loans. The authority of Parliament is 
necessary before money can be borrowed by 
the government. 


How does Parliament authorize the 
government to tax or to borrow? This 
brings us, so far as taxes are concerned, 
to the budget. : 


By long-established practice, the budget, 
as an authorization, covers a period of 
one year, beginning on April 1. It is 
presented to Parliament at the beginning 
of the financial year by the Chancellor of 
the Exchequer (Minister of Finance) after 
approval by the Cabinet (Ministry). In 
the form of a single document containing 
a statement of the Exchequer receipts and 
payments in the year just closed, it is an 
estimate of the revenue which will be re- 
ceived during the new year from existing 
taxes, an estimate of the increase or de- 
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crease of revenue which will result from 
any proposed changes in taxation (set forth 
in detail) and a statement of. the expendi- 
ture which must be provided for in the 
new financial year. In substance, the pre- 
sentation of the budget is an occasion 
upon which the government of the day, 
through the Finance Minister, reviews the 
financial position of the state, the financial 
outcome of the year just closed, and the 
prospects for the coming year and even 
further ahead. The Finance Minister then 
submits to Parliament the financial policies 
and proposals of the government for the 
coming year, and seeks the authority of 
Parliament for them. 


Contrast to American System 


By constitutional practice, only the 
government of the day may propose ex- 
penditure or taxation. Parliament may re- 
duce or reject either—that is all. A refusal 
by Parliament to approve any financial 
proposal to which the government, after 
debate and criticism, still adheres, would 
involve the resignation of the government. 
This is in striking contrast to the American 
system, under which Congress has an en- 
tirely free hand to determine the amount 
of the var‘ous appropriations and the charac- 
ter and size of the taxes to be imposed, 
whatever the President (the Chief Execu- 
tive) may recommend. This difference il- 
lustrates the British idea that Parliament 
is a body to which the executive govern- 
ment must indeed be answerable, but not 
a body which is to do the work of that 
government, or any part of it. 


It has been said that taxes are authorized 
by Parliament through resolutions subse- 
quently confirmed by law. This is a some- 
what simplified description of procedures 
which are rather more complex and involve 
various technicalities. Perhaps, however, 
it will suffice for present purposes to add 
this: Since Parliament’s consideration of 
the financial proposals of the government 
is spread over some four or five months 
(April to August), while the financial year 
begins on April 1, special arrangements are 
necessary to maintain continuity. This is 
achieved partly by permanent laws which 
authorize the continued collection of taxes 
already approved, pending the passing (in 
August) of the financial law for the year; 
partly by giving the resolutions as to exist- 
ing categories of taxes (but not new taxes) 
the force of law, pending their confirmation 
by October; and, as regards expenditure, 
by the passing of a “vote on account” to 
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cover that interim period, with a confirma- 
tory law, just before the new financial year 
begins. 


Two major questions remain to be an- 
swered: In what manner and form does 
Parliament “appropriate” to particular pur- 
poses the money which it then places at 
the disposal of the government? What 
happens when a department finds it neces- 
sary to exceed its appropriation—to obtain 
more money or to obtain authority to 
spend its money differently? These ques- 
tions are best answered together. 


The government seeks Parliamentary au- 
thority for expenditure by submitting 
“estimates”’—one for each department or 
major service. When approved by Par- 
liament these are called “votes.” Each es- 
timate is in three parts. Part I contains 
the total of the estimate (including that 
part of the expenditure to be met from 
departmental receipts and not from tax 
revenue) and a general description of the 
services for which it makes _ provision. 
Part II is a break-up of that total into a 
number of subheadings—normally from 
about five for a small department to forty 
or even more for a very large one. Part III 
contains a variety of informative financial 
detail about those subheadings on which 
such detail is thought to be desirable. The 
estimates are published, and anyone can 
buy a copy. 


What Parliament formally “appropriates” 
is the total of each estimate as shown in 
Part I, including specifically the amount 
of departmental receipts, if any, to be used 
for expenditure in place of drawing revenue 
from the exchange. Beyond that total, 
and outside the purposes specified in the 
general description, the government cannot 
go without fresh authority from Parliament. 
These Part I totals are shown in the general 
financial law, known as the Appropriation 
Act, which is passed each August. 


As regards Part II, the Treasury may, 
if satisfied, authorize a department to spend 
more under one subhead if it spends corres- 
pondingly less under others; however, the 
total as shown in Part I cannot be ex- 
ceeded. Nor may this power be used to 
avoid going to Parliament for authority 
for new services or for important changes 
of policy. 

Part III is for the information of Par- 
liament only, and conveys no authority; 
but if a department’s performance should 
vary widely from its expectations, as shown 
in Part III, it is likely to be forced to 
explain and to defend itself later on. 














If a department finds it necessary to ask 
for more money than was provided in its 
original vote, or if it decides to undertake 
some new activity which falls outside the 
letter or the spirit of Part I of its vote, 
a “supplementary estimate” must be sub- 
mitted to and voted by Parliament. Supple- 
mentary estimates for overspendings usually 
appear towards the end of the financial 
year; those for new services ordinarily are 
dealt with either in the autumn or in the 
spring. 


Loans 


Loans, as distinct from taxes, are handled 
rather differently. We must distinguish 
between temporary borrowing (to cover 
any period within the financial year in 
which payments made exceed the revenue 
in hand) and permanent or long-term bor- 
rowing for specific projects. The former 
process is authorized by the general finance 
law for the year, which require that any 
money so borrowed shall be repaid within 
the year. The latter is authorized by spe- 
cific laws, passed from time to time as each 
project is decided. The authority given. 
by such laws is not limited to a particular 
year or years. 


Three points of some importance should 
be mentioned here: First, the bud- 
getary authorization of expenditure is for 
a year and no more. Unless what is authorized 
for a year is carried out within that year, 
the authority will lapse and the unspent 
money must be returned to the Exchequer. 
(See below.) Second, to secure effective 
application of this principle, the national 
accounts are kept on the basis of cash 
transactions only. No account is taken 
of liabilities which are incurred but not 
discharged within the year, or of income 
accrued which is due but not actually 
received within the year. Third, in order 
that the outcome of the year’s financial 
operations may be known (with approxi- 
mate accuracy) as soon as the year has 
come to an end, the budgetary accounts 
are based on the money which the revenue 
collecting departments pay into the Ex- 
chequer within that year and on the money 
which is issued from the Exchequer to the 
various spending departments within the 
year. The final and more precise control 
of transactions is secured by the processes 
of audit and report described later. 


Though open to some criticism from the 
point of view of modern accountancy, these 
arrangements, through their extreme sim- 
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plicity, enable Parliament to keep strict 
control over the public finances. 


So far, we have sketched the general 
design of Parliamentary control of the 
national finances. Jet us now examine the 
component parts of the machine in oper- 
ation. There are four major elements in 
the system. 


Accounting Officer 


. The position of the accounting officer 
was established by the reformers of the 
nineteenth century. The object was to 
concentrate effectively in each department 
the responsibility for securing that the 
money provided for that department be 
used in accordance with the declared inten- 
tions of Parliament in granting it. The 
accounting officer is a high departmental 
official to whom this duty is assigned by 
the Treasury. In recent years the accepted 
rule has been to assign this duty to the 
permanent head of the department on the 
ground that responsibility should go with 
power. The permanent head of a depart- 
ment under the minister directs all the 
operations of that department. 


The position of the Treasury (Ministry of 
Finance) in Britain is interesting. In addi- 
tion to the normal functions of providing 
and organizing the national revenues, pre- 
paring the budget and controlling the 
monetary systems and the national debt, 
the British Treasury decides the amount of 
the annual expenditures of each depart- 
ment, and (except for the defense depart- 
ments) submits the estimates to Parliament. 
More than this, it exercises continuous 
and—subject to Parliament—final con- 
trol over expenditure. So definite and 
firmly established is this function of the 
Treasury that the Auditor-General is re- 
quired, by the Act of 1866, to report to 
Parliament any expenditure, by any depart- 
ment, of a kind which the Treasury has 
declared requires its sanction but which 
has not received it. Thus, in practice, 
“Treasury sanction,” as it is called, must 
be sought before money may be spent on 
such projects as new services, new salary 
scales, staff increases and any other commit- 
ments outside a department’s ordinary 
routine operations. The Treasury is, in 
short, the government’s instrument of fi- 
nancial discipline over the departments. It 
has a dual relationship. As a part of the 
executive government, it is materially con- 
cerned in facilitating the execution—with 
due economy—of the government’s policies. 
But as the instrument of financial regular- 
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ity and control, its function is to secure 
the fulfillment of the intentions of Par- 
liament in voting money to the various 
other departments. In the event of a con- 
flict between the Treasury and a minister 
of another department, the matter must 
be taken to the Cabinet and there decided 
by the government collectively. Thus, the 
Treasury is a department of great power, 
and its minister, the Chancellor of the 
Exchequer, ranks next to the Prime Minis- 
ter himself. 


Comptroller and Auditor-General 


In following the chain of control which 
secures the fulfillment of the conditions 
imposed by Parliament, we now pass out- 
side the realm of the executive government. 
The Comptroller and Auditor-General is a 
high official, subject to no minister, and 
with a status of great independence, similar 
to that of a judge. He can be removed 
from office only by a resolution of both 
Houses of Parliament, and his salary is 
fixed by act. Through his department (of 
some 400 officials) he controls the issues 
of money from the Exchequer and audits 
the accounts of the revenue and of all 
departments which spend public money. 
He has the right to see all departmental 
books and papers relating to the accounts. 
He makes his reports on the accounts to 
Parliament, and certifies the amount of 
the unexpended balance of every vote at 
the end of the year and sees that it is 
repaid to the Exchequer. His primary duty 
is to satisfy himself and Parliament that 
each money grant by Parliament has been 
spent solely to further the purposes for 
which Parliament intended to provide, and 
to report any departmental irregularities. 
But it has also long been his practice to 
call attention to any cases of extravagance 
or other maladministration which come to 
light in the course of his audit, and Par- 
liament has always encouraged him to do so. 


It is important to bear in mind _ that 
while the Treasury gives its sanctions before 
expenditure is incurred, the Auditor-General 
comes on the scene only after the event. 
In no circumstances does he, or will he, 
advise a department beforehand (except in 
purely bookkeeping matters) or carry out 
a pre-audit. Thus, a clear distinction is 
preserved between the responsibility of the 
government to conduct the financial busi- 
ness of the state and that of the Auditor- 
General to report to Parliament on the way 
in which this has been done. 


Public Accounts Committee 


The final link in the chain is a standing 
committee of the House of Commons— 
the Committee of Public Accounts. It is 
appointed to consider the audited accounts 
of the various departments and the Auditor- 
General’s reports on them. The committee 
is composed of a representative cross section 
of parties of the House. It is chosen by 
the House at the beginning of each session. 
By constitutional custom, its chairman is 
a prominent member of the opposition 
party. It has power to send for persons, 
books and papers. It examines the account- 
ing officer of the department whose accounts 
are before it, and is assisted by the attend- 
ance, as witnesses, of the Auditor-General 
and a high financial official of the Treasury. 
It reports its conclusions at intervals to 
Parliament, and a day is usually reserved, 
near the end of each session, for the House 
to discuss these reports. 


In this brief summary nothing, it will 
be noted, is said about disallowances by 
the Auditor-General or by the Public 
Accounts Committee, either against the 
accounting officer or against any other 
official more immediately responsible. In 
fact, the system makes no provision for it. 
The Auditor-General reports to the Public 
Accounts Committee, and the Public 
Accounts Committee reports to Parliament; 
that, legally, is all that happens. What 
disciplinary steps, if any, should be taken 
against individuals is, in the first instance, 
a matter for the department concerned 
and, in default of that, for the Treasury. 
If these agencies fail to do what in the 
opinion of Parliament ought to be done, 
Parliament has the remedy in its own 
hands. In spite of the absence of any 
legal sanctions or punitive provisions, there- 
fore, the power of Parliament and of its 
servant, the Auditor-General, pervades the 
whole administrative machine. 


Such, then, is the British system of 
financial control. It is designed not so 
much to discover irregularities as to pre- 
vent them; perhaps the secret of its success 
is partly due to the existence of an efficient 
and universal audit, and of a specialized 
instrument for the prior control of ex- 
penditure. But above all it is due to the 
fixing of personal responsibility at each 
stage in the long journey of the public 
moneys from the taxpayer’s pocket to 
their ultimate destination, where they cease 
to be public moneys. [The End] 
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By JOHN KINGSLEY . . . London 


NDIVIDUAL ASPECTS of Britain’s 
latest budget (especially the investment 
income levy) have been criticized; but the 
general consensus of informed op nion is 
that it is a good budget, well fitted to the 
times, and realistic in its courageous facing 
of the difficult task ahead. With its in- 
genious combination of tax reductions and 
increases, at the same time aiming for a 
record surplus, it gives a needful stimulus 
in two vital economic directions—the dis- 
couragement of inflation and the encourage- 
ment of greater industrial output. The 
record surplus will reduce inflationary 
pressure. The carefully placed taxation 
changes will be direct incentives to workers 
to earn more and, in the process, produce 
more. ‘Together, these factors will help in 
the third and most vital sector of the 
economic scene—the reduction of the gap 
in the overseas balance of payments—by 
increasing the volume of goods for export 
and reducing prices. 


But the 1948-1949 budget goes further 
than this. ‘It recognizes that a nation’s 
financial budget is no longer just a tax- 
raising instrument. To be fully effective, 
a budget must now be a coordinated part 
of the whole economic planning of a 
country. Furthermore, it must be a potent 
and effective instrument in fulfilling the 
over-all objectives. Following as it does 
the pattern of all postwar budgets, the 
latest British effort meets these require- 
ments. To understand the extent of help 
it will give in the current year, we must 
glance at the broad economic picture. 


Britain, as we know, is striving to nar- 
row the closely related gaps of inflation 
and an overseas trade deficit. But the 
greater the success in reducing the over- 
seas deficit, the greater the inflationary 
pressure at home. A reduction of imports 
and an expansion of exports mean less 
goods for the home market, while the 
increased production required to produce 
more exports—with longer hours, overtime 
work, etc.—will result in increased money 
incomes. Price controls alone cannot coun- 
ter this inflationary pressure; and although 
the attempts to prevent wages, profits and 
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costs from rising and to reduce selling 
prices are meeting with success, the budget 
surplus provides the main corrective. By 
reducing the amount of money available 
for personal spending, it decreases the 
pressure of demand in the home market 
and allows price control and rationing 
schemes to operate efficiently. 


Government ordinary expenditure, there- 
fore, has been cut by more than six per 
cent to an estimated amount of £2,975,000,000 
($11,800,000,000); and taxation and other 
revenues are estimated to yield a surplus 
of no less than £789,000,000 ($3,156,000,000), 
or twenty-seven per cent in excess of ordi- 
nary expenditure. Meeting all criticism 
that government expenditure on capital 


_ account puts money into circulation and 


creates purchasing power, just as does ex- 
penditure on the revenue account, this 
£789,000,000 is not being treated as the 
net effective anti-inflation surplus. Full 
account of government needs on the capital 
account is being taken in this budget, and 
the Chancellor of the Exchequer reckons 
that the final absolute net surplus will be the 
useful sum of £330,000,000 ($1,320,000,000) 
or more than three per cent of the es- 
timated national income for the current 
year. 


Many further positive steps to counter 
inflation could have been taken; but, as 
the Chancellor has stated, these would 
not fit in with democratic ideas of meeting 
the emergency. Limitation of dividends, 
for instance, could have been enforced by 
legislation. Instead, the government is 
allowing company directors to use their 
discretion to keep down payments volun- 
tarily. This attitude takes account of the 
fact that of the distributable profits of 
industry, roughly sixty per cent goes to 
taxation, leaving some forty per cent for 
dividends, reserves, etc. 

Finally, this budget, as it works out, 
will cooperate closely with the Marshall 
Plan. In fact, if the Marshall Plan means 
more goods available on the British home 
market, it will be an additional and power- 
ful factor in the anti-inflationary battle. 


[The End] 
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Avoidance of Double Income Taxation— 
The United States-United Kingdom Convention 


By HENRY W. SWEENEY 


TWO DISTINCT SETS OF REGULATIONS WERE NECESSARY IN 
ORDER TO INSTITUTE THE MECHANICS OF WITHHOLDING 
AND TO CLARIFY THE LANGUAGE OF THE CONVENTION 


TMHE CONVENTION that is the sub- 

ject of this article,’ while lacking any 
formal title, is generally known as “a con- 
vention between the United States of Amer- 
ica and the United Kingdom of Great 
Britain and Northern Ireland, for the avoid- 
ance of double taxation and the prevention 
of fiscal evasion with respect to taxes on 
income, signed at Washington on April -16, 
1945.”* This convention and a_ supple- 
mentary protocol, signed June 6, 1946, were 
finally proclaimed July 30, 1946, by Presi- 
dent Truman. In its final form, the conven- 
tion consists of twenty-four articles minus 
paragraph (3) of Article XI, which was 
deleted by the protocol. 


The scope of the convention is so broad 
that consideration here is limited to the 
effects of its terms on present revenue laws 
in the United States. Recent articles have 
shed light on the method of taxation in the 
United Kingdom? 


As with other conventions and new legis- 
lation, the United States Treasury Depart- 
ment has issued regulations in the form of 
Treasury Decisions for guidance. In this 
instance, however, two distinct sets of regu- 
lations * were necessary in order to institute 


1A former article by the present writer de- 
scribed certain phases of the estate tax conven- 
tion between the United States and the United 
Kingdom: ‘‘Nonresident Estate Taxes Under the 
United States and United Kingdom Convention,”’ 
TAXES—The Tax Magazine, October, 1947, 
p. 903. 

2 Hearing before a Subcommittee of the Com- 
mittee on Foreign Relations on Executives D 
and E, United States Senate, 79th Congress, 1st 
Session, title page. 

3 Makin, ‘‘How United States Companies Are 
Taxed by Britain,’’ TAXES—The Tax Magazine, 
November, 1947, p. 981; Alexander, ‘‘The In- 


the mechanics of withholding and to clarify 
the language of the convention, which intro- 
duced new terms and concepts into the 
United States tax law. 


Briefly stated, the terms of the convention 
apply to federal income taxes, including sur- 
taxes, and excess profits taxes (with one 
minor exception—see Article XXI). The 
rates of withholding are reduced where the 
recipient is a resident of the United King- 
dom, and under certain conditions the per- 
sonal service income of such individuals is 
wholly exempt. The effective dates of the 
convention are taxable years commencing 
on or after January 1, 1945, in the United 
States and April 6, 1945, in the United 
Kingdom. 

The recently issued Bulletin “N” (re- 
vised),® besides setting forth the terms of 
the convention and the regulations, defines 
the limits of the convention and provides the 
key to problems related to these limits. 
It also supplies an immediate answer to the 
question of how much to withhold from a 
particular payment to an individual, partner- 
ship, fiduciary or corporation.’ 


Certain terms of the convention specify 
the classes of income to be excluded from 


come Tax Convention with the United Kingdom,” 
2 Tax Law Review 295 (February-March, 1947). 


4T. D. 5532, filed with the Division of the 
Federal Register August 26, 1946, and T. D. 
5569, similarly filed July 10, 1947; T. D. 5580, 
published in the Federal Register November 20, 
1947. 
5 Subtitled ‘Income Tax—Nonresident Aliens 
—Foreign Corporations—Withholding Agents,” 
Bureau of Internal Revenue, United States 
Treasury Department, 1947. 

® Section 7.514, p. 198 et seq. 


tT Section 7.501 et seq., p. 176 et seq. 
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taxable income under the revenue laws of 
the United States (wherein the terms “non- 
resident alien” and “foreign corporation” 
apply to individuals and corporations out- 
side the United States): 


1. (a) Industrial and commercial profits 
of a United Kingdom enterprise having no 
permanent establishment in the United 
States. 


(b) Income derived by a nonresident alien 
who is a resident of the United Kingdom, 
or by a United Kingdom corporation, from 
the operation of ships documented, or air- 
craft registered, under the laws of the 
United Kingdom. 


(c) Interest and royalties (including film 
rentals) derived by a nonresident alien who 
is a resident of the United Kingdom or by 
a foreign corporation managed and con- 
trolled in the United Kingdom. 


2. (a) Compensation and pensions paid 
by the United Kingdom to individuals for 
services rendered to the United Kingdom in 
the discharge of its governmental functions. 


(b) Personal service compensation re- 
ceived by a nonresident alien who is a 


resident of the United Kingdom, provided ° 


that the alien is present in the United States 
for a period or periods not exceeding 183 
days during the taxable year, and provided 
that such services are performed for, or on 
behalf of, a person resident in the United 
Kingdom. 

(c) Dividends and interest paid on or 
aiter January 1, 1945, by a corporation or- 
ganized under the laws of the United Kingdom, 
to a nonresident alien or foreign corporation. 


(d) Remuneration derived from teaching 
in the United States, for a period of not 
more than two years, by a professor or 
teacher from the territory of the United 
Kingdom who is but temporarily present in 
the United States. 


(e) Remittances received in the United 
States from sources within the United King- 
dom by a nonresident alien who is from the 
territory of the United Kingdom but is 
temporarily in the United States for pur- 
poses of education or training. 


(f) Pensions (other than those paid by the 
Government of the United States) and life 
annuities derived by nonresident aliens re- 
siding in the United Kingdom. 


(g) Gain from the sale or exchange of 
capital assets by a nonresident alien who is a 
resident of the United Kingdom, or by a 
foreign corporation managed and controlled 
in the United Kingdom, if such alien or cor- 
poration has no permanent establishment in 
the United States. 


Modifying Provisions 


The convention, moreover, reduces to 
fifteen per cent the rate of tax otherwise 
imposed under the revenue laws of the 
United States upon dividends, real property 
rentals and natural resource royalties de- 
rived by a nonresident alien who is a resi- 
dent of the United Kingdom or by a foreign 
corporation managed and controlled in the 
United Kingdom, provided that such alien or 
corporation (a) is subject to United King- 
dom tax and (b) does not have a permanent 
establishment situated within the United 
States. 


Other modifications contained in the con- 
vention affect the traditional views of sev- 
eral key situations or activities. 


‘‘Permanent Establishment”’ 


Article II(1) states that the “term ‘perma- 
nent establishment’ when used with respect 
to an enterprise of one of the Contracting 


8 T, D. 5532, Sections 7.501 and 7.504. 


The author, a certified public accountant and 
attorney, is senior partner of Henry W. Sweeney, 
and Company, certified public accountants, of 
New York and Washington, D. C., and a 


professor of law at Georgetown Law School 
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Parties means a branch, management, fac- 
tory or other fixed place of business, but 
does not include an agency unless the agent 
has, and habitually exercises, a general au- 
thority to negotiate and conclude contracts 
on behalf of such enterprise or has a stock 
of merchandise from which he regularly fills 
orders on its behalf.” 


A “permanent establishment” thus implies 
the active conduct of a business enterprise. 
The regulations amplify the convention 
terms * and set forth three aspects of busi- 
ness conduct embraced in the concept 
“permanent establishment”: 


1. Agency activities required for classifica- 
tion as a “permanent establishment” in the 
United States: 


(a) Carrying on business in the United 
States through an agent who has, and 
habitually exercises, a general authority to 
negotiate and conclude contracts on behalf 
of such enterprise. 


(b) Maintaining within the United States 
a stock of merchandise from which the agent 
regularly fills orders on behalf of his prin- 
cipal. 

2. Agency activities not included under 


“permanent establishment’ in the United 
States: 


(a) Merely having samples or making 
only occasional sales from incidental stock. 


(b) Employing salesmen or other promo- 
tional personnel. 


(c) Soliciting business by mail. 


3. Agency activities not necessarily included 
under “permanent establishment’ in the United 
States: 


(a) Business conduct of a United States 
subsidiary corporation of a foreign corpora- 
tion managed and controlled in the United 
Kingdom. 

(b) Business conduct of a foreign sub- 
sidiary corporation having a branch in the 
United States. 


(c) Business dealing in the United States 
by a United Kingdom enterprise through a 
bona fide commission agent, broker or cus- 
todian acting in the usual course of his deal- 
ings as such. 


(d) Ma‘»tenance of a fixed place in the 
United States for the purchase of goods or 
merchandise. 


While the foregoing classifications follow 
the regulations, ui.y are not rigidly fixed in 
scope. For instance, the employment of 
salesmen might easily be deemed to con- 
stitute the basis for a “permanent establish- 


®°T. D. 5569, Section 7.515(a). 
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ment,” and should be thought of, therefore, 
only as not constituting prima facie evidence 
of the maintenance of a “permanent estab- 
lishment.” 


““Enterprise”’ 


An “enterprise” is defined at Section 
7.515(b) as “any commercial or industrial 
undertaking whether conducted by an in- 
dividual, partnership, corporation, or other 
entity.” Section 7.515(c) states that “United 
Kingdom enterprise” means “an enterprise 
carried on by any person (including an in- 
dividual and foreign corporation, whether or 
not a corporation organized under the laws 
of the-United Kingdom, which is managed 
and controlled in the United Kingdom, but 
not including a United States citizen or 
domestic corporation) who is a resident of 
the United Kingdom, regardless of whether 
such enterprise is carried on within or with- 
out the United Kingdom.” 


A “resident of the United Kingdom” 
means “any nonresident alien (including an 
individual, fiduciary and partnership) resi- 
dent in the United Kingdom for the pur- 
poses of United Kingdom income tax, and 
any foreign corporation managed and con- 
trolled from within the United Kingdom 
but not engaged in trade or business within 
the United States.” ”° 


‘Industrial and 
Commercial Profits’ 


Article I1I(1) presents one of the most 
significant factors in the convention: “A 
United Kingdom enterprise shall not be 
subject to United States tax in respect of its 
industrial or commercial profits unless it is 
engaged in trade or business in the United 
States through a permanent establishment 
situated therein.” 


For reasons discussed hereunder, the fol- 
lowing kinds of revenue are excluded from 
“industrial and commercial profits”: rentals, 
royalties, interest, dividends, fees, compensa- 
tion for personal services and gains derived 
from the sale or exchange of capital assets. 
“Such enumerated items of income are not 
governed by the provisions of Article III 
of the convention but are subject to the rules 
elsewhere set forth in the convention and 


in section 7.512 to 7.532 of these regula- 
tions.” ™ 


10 Tbid., Section 7.515(d). 
1 Jbid., Section 7.515(e). 
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Dividends 


An understanding of the background is 
prerequisite to an understanding of the basic 
reason (aside from the effect of negotiations) 
for the reduction in the rate of dividend 
withholding: “The British concept of re- 
garding the corporate tax as paid by share- 
holders does give an advantage taxwise to 
the shareholder in a British corporation as 
compared to a shareholder in an American 
corporation. We do not treat the tax paid 
by an American corporation as paid by the 
shareholder. We allow the shareholder no 
credit for the tax paid by the corporation. 
The British have a system in which the tax 
is levied on the corporation and the tax is 
paid into the British treasury; then, when 
the British corporation later declares a divi- 
dend to its shareholders, the corporation re- 
coups from the dividend the amount of the 
tax that it has paid into the British treasury. 
In other words, if the British corporation 
was going to declare a dividend of $100,000, 
50 per cent of that $100,000 would be re- 
tained by the corporation, because it had 
paid the 50 per cent tax to the British treas- 
ury. The shareholder will actually receive 
only $50,000, but he must report the entire 
gross dividend of $100,000 in his return. And 
he will get a tax credit of $50,000. The 
British surtax does not start until $8,000. 
The shareholder includes the whole $100,000 
dividend, gets credit for the normal tax but 
not the surtax.” ” 


Regarding the tax on dividends, the con- 
vention has neatly reconciled the United 
Kingdom and United States views in Article 
XIII: “(1) ... the recipient of a dividend 
paid by a corporation which is a-resident 
of the United Kingdom shall be deemed to 
have paid the United Kingdom income tax 
appropriate to such dividend if such recipient 
elects to include in his gross income for the 
purposes of United States tax the amount of 
such United Kingdom income tax.” Thus, 
the American view is restored to that taken 
before the now famous Biddle case,” with one 
added consequence arising out of the con- 
vention: both the corporation and any stock- 
holder will be allowed to claim credit, in 
effect, for the tax paid since the convention 
does not predicate the election by the stock- 
holder on a disclaimer or waiver by the cor- 
poration, and since nothing prevents the 
corporation from claiming the credit inde- 
pendently. Indeed, the taxes paid to the 
British Government by a British corporation 





2 Senate Subcommittee Hearing, supra, foot- 
note 2, p. 71. 


18 [38-1 ustc J 9040] 302 U. S. 573 (1938). 
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on income derived by it from sources within * 
the United States are deductible from gross 
income in determining net income taxable 
by the United States.* 


The second paragraph of Article XIII 
represents a new procedure for the United 
Kingdom. Subject to the adoption of regula- 
tions, a system similar to that in use in this 
country since 1918 (Section 131, Internal 
Revenue Code) will be established to allow 
a credit against the United Kingdom tax 
for any tax paid to this country. Thus, the 
United Kingdom resident will be able to 
claim credit for the tax withheld on his 
dividends in this country in a manner similar 
to that described above, just as though the 
tax were paid to his own country by a 
United Kingdom corporation.* 


Article II(1)(g) defines the term “resi- 
dent of the United Kingdom” merely as 
“any person (other than a citizen of the 
United States or a United States corpora- 
tion) who is resident in the United King- 
dom for the purposes of United Kingdom 
tax and not resident in the United States 
for the purposes of United States tax. A 
corporation is to be regarded as resident 


‘in the United Kingdom if its business is 


managed and controlled in the United King- 
dom.” However, “Our conception of resi- 
dence may be different from the British 
concept of residence. We do not have any 
uniform rule. But the British have a provi- 
sion that provides if anybody has been in 
Great Britain over 6 months, he is treated 
as a resident.” * 


Certain facts must be determined with 
accuracy if a successful claim is to be made 
for a reduction in the United States dividend 
withholding rates provided in Article VI, 
as supplemented by Section 7.501 of the 
regulations. The applicant for such relief 
must show that (a) he is subject to United 
Kingdom tax on such a dividend, and (b) 
he was not engaged in trade or business 
within the United States at any time during 
the taxable year in which the dividend was 
received. Again reference must be made to 
Article II(2) to determine the meaning of 
“engaged in business.” There the “perma- 





4 Welch v. St. Helens Petroleum Company 
[35-2 ustc { 9499], 18 F. (2d) 631 (CCA-9, 1935). 

143 Cf. 9 George VI Finance Act, Clauses 49-51, 
inclusive. 

% Colin F. Stam, at Senate Subcommittee 
Hearing, supra, footnote 2, p. 74. But cf. T. D. 
5532, Section 7.501(c), ‘‘Effect on withholding of 
address in United Kingdom,’’ which authorizes 
withholding agents in the United States to con- 
sider an address in the United Kingdom prima 
facie evidence that a nonresident is a resident 


of the United Kingdom and subject to United 
Kingdom tax. 


735 





‘¢ nent establishment” concept is encountered 








once more. An interesting result in this 
connection comes from the operation of 
Article XI, which, under certain conditions, 
exempts personal income earned by a resi- 
dent of the United Kingdom.” 


In case the recipient of the dividend “is a 
corporation controlling, directly or indi- 
rectly, at least 95 per cent of the entire 
voting power in the corporation paying the 
dividend, and not more than 25 per cent of 
the gross income of such paying corpora- 
tion is derived from interest and dividends, 
other than interest and dividends received 
from its own subsidiary corporations,” the 
withholding rate shall not exceed five per cent 
unless “the relationship of the two corpora- 
tions has been arranged or is maintained 
primarily with the intention of securing such 
reduced rate.” * 


Another interesting result of the conven- 
tion is given recognition in the regulations:” 





“... that the payee of the dividend is, owing 
to the application of reliefs or exemptions 
under United Kingdom revenue laws, not 
required to pay United Kingdom tax on 
such dividend does not prevent the applica- 
tion of the reduction of the rate of United 
States tax with respect to such dividend. 
If the dividend would have been subject to 
United Kingdom tax had the payee thereof 
derived sufficiently large income to require 
payment of tax, the liability to United King- 
dom tax exists for the purposes of the re- 
duction in the rate of United States tax.” 


Appended to the remarks of Colin F. 
Stam before the Senate subcommittee are 
percentage tables of income derived from 
the United States by nonresident aliens and 
foreign corporations of the United Kingdom, 
as prepared by the Bureau of Internal Rev- 
enue.” A digest of these tables appears 
here: 









1938 1940 1942 

Dividends ....... Tees sale GL ee Sore 72.20% 78.72% 76.26% 
Corporate bond miterest .............6...5:. 11.14 7.54 6.33 
ee ees 2.67 1.89 1.85 
Distributable income of estates and trusts 7.75 6.60 7.39 
Royalties (patents and copyrights)...... 4.36 3.54 5.81 
I Sete er ee eee a 73 47 S3 
IMI 5.5 deck, a nsec cara ee ese .24 Bj 16 
NE See 2 Sita on an hos, Der es ee rte 48 47 1.06 
Annuities Re ado: RIE heer oe 19 iS .08 
Miscellaneous and unclassified..... .24 .47 a 

| | Ue AE ne ee my fener me 100.00% 100.00% 100.00% 


In the years under review, the total of 
such income ranged from a low of $189,000,000 
in 1942 to a high of $212,000,000 in 1940, 
with dividend income amounting to $144,500,000 
in 1942 and $167,000,000 in 1940. As a re- 
sult of the large-scale liquidation of market- 
able securities since the cessation of hostilities, 
however, both the amount and the per- 
centage of the total income attributable to 
dividends have doubtless declined. Never- 
theless, the greatest number of cases subject 
to administration under this convention will 
probably relate to dividend withholding. 


Interest and Royalties 


Article VII, relating to interest, and 
Article VIII, relating to royalties, are in- 
stances of the United States adoption of the 
3ritish solution for eliminating double tax- 
ation by means of exempting income from 
tax at the source. Negotiations with Euro- 





11Cf. Alexander, op. cit., footnotes 36, 38. 
18 Article VI(1). 
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pean countries have shown that the source- 
exemption method is generally preferred 
there to our credit method as a means of 
eliminating double taxation. Consequently, 
our conventions with such countries to date 
have reflected compromises of the two 
methods. Since Britain had already been 
employing the source-exemption method as 
regards British Government bond interest, 
the United States credit method was hardly 
applicable in solving this problem. Full 
employment of the credit method would 
have required Britain to set up a new sys- 
tem for taxation of British Government 
bond interest, whereupon the United States 
would have granted a credit for the amount 
of the British tax. As part of the settle- 
ment of many issues, however, the United 
States agreed to adopt the more direct meth- 
od of exempting such interest from tax at 





1” T. D. 5532, Section 7.501(a). A never-ending 
source of concern, however, is the provision in 
Article XX for exchange of fiscal information 
by the contracting parties. 

20 Supra, footnote 2, p. 80. 
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the source. Respecting other interest and 
royalties items, the solution reached through 
the convention changed the laws of both 
countries.” 


The Commissioner’s regulations relative 
to interest prescribe the manner in which 
the United Kingdom resident is to qualify 
for the exemption provided.” In general, 
the recipient must identify itself or himself 
as a resident of the United Kingdom sub- 
ject to United Kingdom tax. This type of 
regulation is rather easily enforced inas- 
much as the withholding agent normally will 
not make the usual disbursement until it 
is satisfied that the regulations have been 
fully complied with; otherwise, as a penalty, 
it might be subject to the tax that it should 
have collected. 


Article VII (1) contains an additional 
provision withdrawing the exemption of in- 
terest where such interest is paid by a 
United States corporation to a _ resident 
United Kingdom corporation that controls, 
directly or indirectly, more than fifty per 
cent of the entire voting power in the paying 
corporation. 


Coupled with the possibility of avoiding 
United Kingdom income taxes on business 
profits where no permanent establishment 
has been maintained within the United 
Kingdom, is the affirmative exemption of 
royalty income that includes, by definition, 
“rentals in respect of motion picture films.” 
It was not difficult, therefore, to sympathize 
with United States motion-picture interests 
during the recently ended period of their 
“loss” of the British market through the 
imposition of a new seventy-five per cent 
tax. The unfairness of this tax was ac- 
centuated, until November 3, 1947, by the 
reciprocal exemptions enjoyed by the “im- 
ported” British motion-picture stars on their 
personal service incomes and by British 
producers who chose to distribute their 
films in this country through agents and who 
were in no way obligated to maintain 
“permanent establishments” here. By the 
broad implications in G. C. M. 25131, issued 
November 3, 1947, however, the United 
States may be considered to have reduced 
somewhat the advantages previously en- 
joyed by United Kingdom residents that 
sold personal property in the United States. 
Whether this G. C. M., which re-established 
the “place of sale” rule in effect before 1930, 


2 Eldon P. King, Special Deputy Commis- 
sioner, Bureau of Internal Revenue, at Senate 
Subcommittee Hearing, supra, footnote 2, p. 60 
et seq. 

27. D. 5532, Section 7.502; T. D. 5569, Section 
7.519(b). 
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has the significance ascribed to it by at least 
one recent writer,” depends on the attitude 
of the individual concerned. Inasmuch as 
the United Kingdom rates generally exceed 
those in the United States, trade under the 
terms of the convention ought not to be 
affected. 


By filing the appropriate Treasury form 
(No. 1001A-UK), a nonresident alien or a 
foreign corporation subject to the taxes of 
the United Kingdom may qualify for a re- 
duction in the rate of withholding on income 
realized from real property rentals and 
royalties in respect to the operation of 
natural resources in the United States. The 
rate of tax imposed is thirty per cent,* but 
it may be reduced to fifteen per cent by in- 
troduction of proof that the recipient (a) 
is subject to United Kingdom tax on the 
income and (b) was not engaged in trade or 
business in the United States during the 
taxable year. 


The additional provision in Article IX to 
the effect “that any such resident may elect 
for any taxable year to be subject to United 
States tax as if such resident were engaged 
in trade or business in the United States,” 
is best explained by the following excerpt 
from a memorandum prepared for the Com- 
mittee on Foreign Relations of the United 
States Senate: 


“ 


... With respect to real property rentals 
and the like flowing from the United King- 
dom to the United States, the British stand- 
ard rate of 50 per cent is imposed on the 
net amount of such rentals. The United 
States rate of 30 per cent is imposed upon 
the gross amount of such items without any 
allowance for deductions. The reductions 
in the United States rate from 30 per cent to 
15 per cent upon the gross amount of the 
rentals is [sic] intended to constitute a tax 
burden corresponding as nearly as may be 
to the British rate of 50 per cent upon the 
net rentals.” * 


Obviously, even fifteen per cent of gross 
rentals may easily exceed the United States 
income tax on net rentals under such an 
election. Hence, election may prove to be 
very convenient for residents of the United 
Kingdom.* 





3 For an excellent treatise on foreign trade 
transactions under United States revenue laws, 
cf. Seghers, ‘‘Federal Income Taxes on For- 
eign Transactions and Foreign Persons,’’ TAXES 
—The Tax Magazine, February 1948, p. 108. 

% Code Sections 211 (a) (nonresident aliens) 
and 231 (a) (foreign nonresident corporations). 

75 Senate Subcommittee Hearing, supra, foot- 
note 2, p. 24. 


26 Each tax year is the subject of a separate 
election. 


737 


Personal Service Income 


Several articles of the convention provide 
exemption from United States tax for per- 
sonal service income of residents of the 
United Kingdom. The primary qualifica- 
tions are that the services be performed (a) 
during the alien’s temporary presence in the 
United States for a period or periods not 
exceeding 183 days in the course of taxable 
year, and (b) for or on behalf of a person 
resident in the United Kingdom.” However, 
in the case of a professor or teacher the 
period is extended to a time “not exceeding 
two years.” * By the same token, the main- 
tenance, education or training payments 
made to a student or business apprentice 
from his country are exempt from taxation 
by the other country.” 


In the application of the convention terms 
to particular personal service situations, a 
question to be considered is whether re- 
ceiving a personal service income constitutes 
“being engaged in a trade or business.” 
From various remarks in the available litera- 
ture, the answer is apparently that although 
an individual is exempt from tax on income 
derived from his personal services, his ac- 
tivity is not judged separately to determine 
whether there is a permanent establishment 
for purposes of applying other provisions 
of the convention or the Internal Revenue 


Code with respect to the taxability of divi-. 


dends, interest or capital gains.” 


Business Income 


In addition to (a) the exemption of in- 
dustrial and commercial profits earned or 
realized without a permanent establishment, 
(b) the virtually complete exemption of 
capital gains (infra), and (c) other ameliora- 
tive provisions of the convention, certain 
specific advantages are included in its terms. 
Such are items that constitute both business 
income and personal service income, as, for 
instance, any income earned by a person in 
this country as an employee of the United 
Kingdom Government. 


Article V extends the former arrange- 
ments relating to reciprocal exemption of 
shipping profits between the Government of 
the United States and the Government of 
the United Kingdom. Inasmuch as the con- 
vention terms supersede the old regulations, 


27 Article XI. Of course, a visit might ex- 
tend from one calendar year to the next and 
thus be of double duration. 

3 Article XVIII. 

2° Article XIX. 

% T, D. 5569, Section 7.519 (a). 
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aircraft operations are now deemed to have 
their. “source” where they are registered, 
and so are not subject to tax in the territory 
of the other contracting party. 


Article XVI provides, in effect, that a 
corporation organized under the laws of the 
United Kingdom is not subject to the taxes 
imposed by Sections 102 (tax on undis- 
tributed corporation profits) and 500 (tax on 
personal holding companies) of the United 
States Internal Revenue Code if the cor- 
poration is controlled, directly or indirectly, 
by residents of the United Kingdom. To 
come within the scope of this exemption, 
more than fifty per cent of the entire voting 
power in the corporation must be so owned 
throughout the last half of the taxable year. 
This provision may conceivably prove dis- 
criminatory because it looks only to voting 
power in measuring control. By use of ap- 
propriate capitalization, British-controlled 
interests, which are reputed to be both num- 
erous and large, may place themselves at a 
decided advantage in competing with 
American corporations, which are required 
to meet the rigid mandates of Sections 102 
and 500. 


Capital Gains 


The professed primary concern of the 
drafters of the convention was to avoid 
“double taxation,” which, one spokesman 
suggested, might easily exceed the income 
where an enterprise of one contracting party 
was engaged in trade or business in the 
territory of the other." That the foreign 
trade of the United States would be aided 
through the operation of any such treaty, 
was a concomitant and easily predictable 
result.” An erroneous impression, however, 
seems to exist regarding the effect of in- 
cluding certain provisions in the convention, 
notably the exemption of capital gains real- 
ized in the United States by residents of 
the United Kingdom. 


Article XIV reads: “A resident of the 
United Kingdom not engaged in trade or 
business in the United States shall be exempt 
from United States tax on gains from the 
sale of or exchange of capital assets.” To 


31 Mitchell B. Carroll, Special Counsel, Tax 
Committee, National Forelgn Trade Council, 
Inc., at Senate Subcommittee Hearing, supra, 
footnote 2, p. 44. As to the dual purpose of 
the convention, cf. ibid., p. 42. 

% For an excellent discussion of the recipro- 
cal business advantages and incentives arising 
out of the adoption of such concepts as ‘‘per- 
manent establishment,’’ cf. the fifth objection 
and answer to fifth objection, Senate Subcom- 
mittee Hearing, supra, footnote 2, p. 27 et seq. 
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the surprise of many people who had re- 
cently become more aware of the attractive- 
ness of capital gains as a means of 
minimizing income taxes, this provision ap- 
peared to be an unwarranted discrimination. 
Special Deputy Commissioner Eldon P. 
King, who helped draft the convention, had 
anticipated that reaction, however, and 
answered it as follows: 


“In imposing upon nonresident aliens and 
foreign corporations a flat rate of tax upon 
the gross amount of investment income from 
sources within the United States the Reve- 
nue Act of 1936 exempted from United 
States tax capital gains derived by such 
taxpayers from the sale of securities and 
the like in the United States if the tax- 
payer was not engaged in trade or business 
within the United States... .™ Such a non- 
resident alien will not be subject to the tax 
on capital gains, including so-called gains 
from hedging transactions, as at present, 
it having been found administratively im- 
possible effectually to collect this latter tax. 
It is believed this exemption from tax will 
result in considerable additional revenue 
from the transfer taxes and from the income 
tax in the case of persons carrying on the 
brokerage business.” * 


The subject also received adequate con- 
sideration by the Subcommittee of the Com- 
mittee on Foreign Relations before the 
convention was ratified. In answer to the 
questions of several Senators, Colin F. Stam, 
Chief of Staff of the Joint Committee on 
Internal Revenue Taxation, acknowledged 
the complaint that nonresidents were not 
subject to capital gains taxes, and suggested 
that the Commissioner might remedy the 
obvious unfairness where the individuals in- 
volved were only “technical nonresidents,” 
that is, admitted to this country on six- 
month visas. Theretofore, he pointed out, 
the only way in which these individuals 
might be taxed was by the Commissioner’s 
finding that the circumstances surrounding 
the particular operations were sufficient to 
constitute “doing business in the United 
States.” * 


Controlled Domestic Enterprises 


Article IV of the convention authorizes 
the adjustment of reported income by the 





% See fourth objection and answer to fourth 
objection, ibid., p. 25 et seq. 

% Tbid., p. 26, quoted from Senate Report 
No. 2156, 74th Congress, 2d Session, on the Rev- 
enue Bill of 1936. - 


% Ibid., p. 73 et seq. 
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taxation authorities * of the respective con- 
tracting parties where, by reason of the 
control of a domestic enterprise by a parent 
enterprise of the other contracting party, a 
disparity results between the taxable income 
of the controlled domestic enterprise and 
that of an uncontrolled domestic enterprise. 
Although Section 29.45-1, Regulations 111, 
establishes the methods for determining the 
net income of domestic business enterprises, 
the Commissioner of Internal Revenue is 
not precluded from establishing other regu- 
lations to carry out the purpose of the 
article—to “place the controlled domestic 
enterprise on a tax parity with an uncon- 
trolled domestic enterprise by determining, 
according to the standard of an uncontrolled 
enterprise, the true net income from the 
property and business of the controlled 
enterprise.” 


United Kingdom 
Investment Companies 


The failure to treat positively the tax- 
ability of income received by United King- 
dom investment companies from the United 
States may conceivably result in the com- 
plete tax exemption of such income.® The 
reason advanced is that the activity of an 
investment company, if operated by a resi- 
dent of the United Kingdom, may not be 
considered of an “industrial and commercial” 
character and consequently may not be an 
“enterprise” within the meaning of the con- 
vention. Nothing appears on this subject in 
the hearings, and the Commissioner has not 
yet published any ruling covering such a 
contingency. As it is not the Commission- 
er’s practice to rule on hypothetical ques- 
tions, a final answer is not yet possible. 
There is a strong possibility, though, that a 
business of this nature will not escape some 
form of taxation, whether in this country 
or in the United Kingdom at the higher rates 
prevailing there. 


Admittedly the rates at which income is 
taxed in the United Kingdom are consider- 
ably higher than those in the United States 
under similar circumstances. If, therefore, 





%6 Article XX(2) identifies the ‘‘taxation au- 
thorities’’ as ‘‘in the case of the United States, 
the Commissioner of Internal Revenue or his 
authorized representative; in the case of the 
United Kingdom, the Commissioners of Inland 
Revenue or their authorized representative.’’ 

37 T. D. 5569, Section 7.517. 


38 Alexander, op. cit., pp. 295, 303; ‘“Technical 
Memorandum of the Treasury Department on 
the Convention,’ Senate Executive Report, 79th 
Congress, 1st Session, p. 7. 
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a United Kingdom business enterprise con- 
ducts its affairs in the United States through 
a “permanent establishment,” thereby sub- 
jecting itself to United States income taxes, 
which in turn are claimed as a credit against 
taxes paid to the United Kingdom, the 
burden of United States taxes, other con- 
ditions remaining unchanged, falls on the 
United Kingdom. If, on the other hand, a 
United Kingdom business enterprise is con- 
ducted in the United States without being 
classed as a “permanent establishment,” the 
income is exempt from United States taxes. 
As the “permanent establishment” provi- 
sion is reciprocal, its operation will not cause 
a reduction in the revenues of this country 
unless there is a balance of trade, in the 
“nonpermanent establishment” category, in 
favor of United Kingdom enterprises in the 
United States. If the balance of such trade, 
however, is in favor of United States enter- 
prises in Great Britain, this country will 
benefit from the increased revenue arising 
from its ability to tax the income of such 
United States enterprises doing business 
under this provision in Great Britain. Yet, 
if United States firms conduct business in 
the United Kingdom through “permanent 
establishments,” which are then taxable at 
the rates in the United Kingdom, they must 
rely on the operation of Section 131 of the 
Internal Revenue Code for relief from 
“double taxation.” The employment of this 
provision, however, cannot serve to reduce 
the national revenue of the United States 
inasmuch as the recipient includes this for- 
eign income in computing his United States 
income tax and may claim only (a) the 
United States income tax attributable to 
such foreign income or (b) the foreign. tax, 
whichever is less, as a credit against the 
United States tax, increased as a result of 
including such foreign income.” 


Provision is made, by exchange of instru- 
ments of ratification or by written notice 





* Cf. United States Treasury Department 
Form No. 1116. 
# Article XXII. 


to the other contracting party, for an ex- 
tension of the provisions of the convention 
to other territories, such as the states of the 
United States and the Dominions of the 
British Empire.” 

To render an objective opinion of the 
convention is rather difficult. Obviously, if 
it helps to unite wartime allies and cement 
commercial and legal relationships, it de- 
serves high commendation. (Consoling to 
note is that treaties such as this convention 
can trace their genealogy to the work of the 
Fiscal Committee of the League of Nations,® 
and thus are somewhat free of the hastened 
judgments and political compromises often 
accompanying legislative drafting.) : 

However, consideration of the breadth of 
the convention, after due allowance for the 
complexities of the systems that had to be 
reconciled, leads to the conclusion that cer- 
tain interests will fare well by its provisions. 
Whether large British insurance companies, 
for instance, prefer to have some of their 
income in the United States exempt from 
United States income tax rather than from 
United Kingdom income tax, is as debatable 
as whether our own export industry finds 
a similar exemption attractive. 


In any event, the convention must be 
applauded for two striking effects: it causes 
concern over the income tax system of a 
sister nation, and it fosters foreign trade 
by removing one of the most formidable 
barriers. 


The reader may draw his own conclusions 
as to the timing of the convention, in decid- 
ing whether the signing was delayed by the 
war or hastened by greatly increased income 
tax rates and the cooperation that the war 
forced upon both countries. In any event, 
apparently, some United States citizens may 
be isolationists as regards political theory 
but favor cooperation with other nations as 
regards income taxation. [The End] 


“Report of Committee on _ International 
Double Taxation, Section of International and 
Comparative Law, American Bar Association, 
October 21, 1946. 





CHANGES IN KENTUCKY TAX SYSTEM 


The Kentucky General Assembly, which adjourned March 19, made several changes 
in the state tax system. The tax rate on intangible property was cut in half, and the date 
of assessment changed to facilitate effective administration. Also, the inheritance tax was 


somewhat reduced as to close relatives. 


On the other hand, the state gasoline tax and the companion diesel fuel tax were 
advanced from five to seven cents a gallon. A three per cent tax was imposed on gross 
pari-mutuel winnings at race tracks. Several technical amendments to the income tax were 
enacted, but they did not alter established policy —James W. Martin, Director, Bureau of 


Business Research, University of Kentucky. 
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LEASE AGREEMENTS 


Containing Options to Buy 


By LOUIS STERNBACH . . . NO NECESSARY RECIPRO- 
CAL RELATIONSHIP NEED EXIST BETWEEN TAXING 
TO THE SELLER THE PERIODIC PAYMENTS RECEIVED 
BY HIM AND THE BUYER’S DEDUCTING THE ITEMS 





| roused a taxpayer wishes to 
lease property with an option to buy 
under some arrangement whereby all or a 
portion of the lease payments are applied 
against the purchase price when the option 
is exercised. 


Taxwise, the precise nature of the trans- 
action, as to whether a lease or a sale has 
been effected, determines the following 
questions: 

(1) Are the payments received under the 
lease agreement rental or royalty income, 
or are they in part a return of capital? 

(2) Are the payments made under the 
lease agreement deductible as rents or 
royalties, or must they be capitalized? 


With respect to the lessor, the lease 
agreements with options to purchase have 
resulted in tax treatment either as condi- 
tional sales or as leases which, upon exer- 
cise of the options, effectuate a reduction 
in the sales price by way of the application 
of previously paid rents or royalties. An 
example of the conditional sales construc- 
tion of the lease agreement is the case of 
A. B. Watson [CCH Dec. 7232], 24 BTA 
466, aff'd [3 ustc $1001] 62 F. (2d) 35 
(CCA-9). The parties entered into a lease 
and option agreement for certain busses and 
other personal property, including the oper- 
ative rights of the Los Angeles-Santa Ana 
division, for forty-seven months. The 
agreement provided for a down payment 


of $10,000 upon its execution, another 
$20,000 payment within ten days after its 
approval by the California Railroad Com- 
mission and monthly payments of $1,700 
thereafter until the rental of $109,900 was 
paid. Upon the payment of each monthly 
amount of $1,700, the lessor agreed to 
execute and deliver to the lessee a transfer 
of one of the busses. The lessee was further 
given an exclusive option to purchase for 
one dollar all the operative rights in the 
event the “rental for the full term was 
paid.” Whereas the taxpayer reported only 
the amounts received during the period as 
rental income, the Commissioner deter- 
mined that a sale had been accomplished, 
and treated the entire gain as reportable 
in the year the transaction was approved 
by the Railroad Commission. In sustain- 
ing the Commissioner, the court pointed 
out that the relationship of lessor and 
lessee did not result merely because of 
the legal form and the words used therein, 
when it appeared that the parties had 
intended and by their actions accomplished 
a sale. It appeared ridiculous to the court 
to assume that after all the terms of the 
agreement had been complied with, the 
option clause with its payment of merely 
a nominal amount of one dollar would not 
be exercised. The substance of the trans- 


action rather than its form was deemed 
controlling. 


The author, a certified public accountant and attorney-at-law, is asso- 
ciated with the firm of Anchin, Block & Anchin, New York City 
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Indian Creek Coal & Coke Company 


In Indian Creek Coal & Coke Company 
{CCH Dec. 7068], 23 BTA 950, the tax- 
payer leased its property in 1919 under an 
agreement containing an option to purchase 
the property for $600,000 at the expiration 
of four years from the date of the lease. 
On this purchase price were to be allowed 
credits of all amounts paid as royalties 
under the terms of the lease, with interest 
thereon at five per cent per annum. In 
1924, the lessee exercised its option to pur- 
chase and paid the purchase price, less a 
credit for all royalties paid with interest 
thereon pursuant to the agreement. The 
total amount of all royalties paid approxi- 
mated $113,120, leaving a balance of $486,880, 
which was paid in cash. The Com- 
missioner included as part of the purchase 
price for the property the entire amount 
of all royalties which had been received 
under the lease and applied on the purchase 
price of the property in 1924. The Board 
reversed the Commissioner, and held that 
the royalties received in prior years were 
royalties when received and as such in- 
come. The Board felt that at the time 
the royalties were paid it was not known 
whether they would ultimately be applied 
to the purchase price of the property. In 
the Board’s viewpoint, the amounts which 
had been credited on the purchase price 
were still “royalties,” and did not lose 
their character as such because they were 
eventually so applied. The effect of the 
transaction was toereduce the purchase 
price paid in 1924 to the extent of the 
royalties previously paid. This being true, 
the Commissioner was held to be in error 
in adding these royalties of previous years 
to the purchase price paid in 1924 in deter- 
mining the income from the sale-in that year. 


It may be noted that in the Indian Creek 
Coal & Coke Company case the royalties 
received bore some relationship to produc- 
tion; and since they represented royalties 
when received, they retained their character 
as ordinary income. 


Wood Process Company. 


The case of Wood Process Company, Inc. 
[CCH Dec. 13, 513], 2 TC 810, involved 
a contract under which a certain corpo- 
ration agreed to pay royalties to the tax- 


payer. Later, the taxpayer made a contract 
to sell thirty per cent of its stock for 
$30,000, payable over a period of four years, 
with a provision that thirty per cent of any 
royalties received by the taxpayer should 
be credited on the $30,000. This contract 
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for the sale of the stock was made with 
the parent of the corporation which had 
agreed to pay royalties. Thereafter, the 
parent corporation dissolved its subsidiary 
and became subject to the royalty agree- 
ment. The parent made the royalty pay- 
ments, and thirty per cent of all royalties 
were credited against the $30,000 due until 
the total amount was discharged by appli- 
cation of royalties and cash. The taxpayer 
excluded from royalty’ income the thirty 
per cent of royalties credited to the $30,000, 
whereas the Commissioner contended that 
the royalties received were taxable in their 
entirety. The Tax Court sustained the 
Commissioner, and held that the stock 
purchase agreement did not effect a modi- 
fication of the license contract and that 
the income character .of the payments was 
not altered because of the application which 
the taxpayer agreed to and did make of 
them. In the viewpoint of the Tax Court, 
the allocation amounted only to an adjust- 
ment of the purchase price. 


Rotorite Corporation 


In Rotorite Corporation v. Commissioner 
[41-1 ustc J 9166], 117 F. (2d) 245 (CCA-7), 
rev'g [CCH Dec. 6263] 40 BTA 1304, the 
taxpayer corporation entered into a con- 
tract with the Sunbeam Company under 
the terms of which the latter was given 
the exclusive right to manufacture and sell 
machines under the taxpayer’s patents for 
the full term of the patents, subject to the 
payment of specified royalties. Sunbeam 
was granted an option to purchase the 
patents for $135,000 at any time during the 
life of the contract, and upon exercise of 
the option the purchase price was to be 
reduced by all previous royalty payments. 
During 1933 and 1934, the taxpayer re- 
ceived royalty payments under the contract, 
which it reported on its income tax return 
as royalty income. Sunbeam continued to 
make royalty payments during 1935 until 
June 13, at which time it exercised its 
option to purchase the patents. All royalty 
payments made prior to that time (approxi- 
mately $65,800) were credited against the 
purchase price, Sunbeam paid the balance 
due on the $135,000 (approximately $79,200), 
and the, taxpayer assigned the patents to 
Sunbeam. The Board held that payments 
received up to the time the option was 
exercised on June 13, 1935, constituted 
royalty income and payments received sub- 
sequent thereto constituted proceeds from 
the sale of the patents. The Board further 
held that the taxpayer was a personal hold- 


(Continued on page 757) 
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Improved Organization and Procedures 
of the Virginia Division of Motor Vehicles 


By GEORGE W. PEAK . . OF GRIFFENHAGEN & ASSOCIATES, CHICAGO 


MANY IMPROVEMENTS IN THE ORGANIZATION 
AND ADMINISTRATION OF THE DIVISION CAN 
BE EFFECTED WITHOUT LEGISLATION 


ASS of a management study of the 
Virginia Division of Motor Vehicles * was 
made recently to Commissioner C. F. Joy- 
ner, Jr., who has headed the Division for 
many years. This report is a companion 
piece to one made by the same authors 
in 1942 as a result of a similar study. 
The findings of both studies indicated that 
the Division was being operated effectively. 
The first report stated that “the work of 
the division, as a whole, has been com- 
mendably conducted and many features of 
the organization and procedures are excel- 
lent.” Similarly, the second report carried 
the statement: “On the whole, the division 
has been operating . on a reasonably 
high level of efficiency, taking into account 
the many special and peculiar and difficult 
operating conditions with which it has been 
confronted in the past few years.” 


In view of these findings, it is a tribute 
to Commissioner Joyner’s foresight and 
administrative abilities that he instituted 
these two special studies as a means of 
searching for improvements and still better 
methods of administration. Both studies 
brought to light several such opportunities. 
The more recent study grew out of (1) 
apparent satisfaction with the results of 
the first study, (2) increased work loads 
brought about by the passage of a safety 
responsibility act and (3) an accumulation 
of wartime problems carried into the post- 
war era. It is with this more recent study 
that this note is concerned. 


The Virginia Division of Motor Vehicles 

* Griffenhagen & Associates, ‘‘Report on Or- 
ganization and Procedures of the Virginia Divi- 
sion of Motor Vehicles,’’ December 20, 1947. 


Virginia Division of Motor Vehicles 


has several important functions, among 
which are the licensing of motor vehicles, 
the registering of titles to motor vehicles, 
the licensing of motor vehicle operators, the 
administration of a safety responsibility 
law involving the establishment of finan- 
cial responsibility in the operation of motor 
vehicles, and the collection of motor fuel 
taxes. In fiscal 1947 the Division collected 
over $43,000,000 from taxes, licenses, and 
miscellaneous sources. 


Recommended Organization 


The report carried recommendations for 
the organization of the Division according 
to the following outline: 

Commissioner of Motor Vehicles 
Executive Assistant 
Public Relations Unit 
Methods Control Unit 
Personnel and Training Unit 
Hearings Examiner 

Deputy Commissioner 
Field Investigation Unit 

Bureau of Vehicles 

Bureau of Operators’ Licenses 

Bureau of Administrative Services 
Bureau of Safety Responsibility 
Bureau of Gasoline Tax 
Bureau of Law 


The principal organization changes con- 
templated by these recommendations in- 
volve (1) the creation of a new methods 
control unit to assist in the solution of 
the many problems arising from the tre- 
mendous amount of paperwork that the 
Division must handle; (2) the expansion 
of the responsibilities of the existing per- 
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sonnel office, particularly as to training; 
(3) the division of responsibility between 
the commissioner and the deputy commis- 
sioner to make the latter responsible for 
operating three important bureaus; and 
(4) the integration of the existing bureau 
of auditing, serving mainly to make gaso- 
line tax audits, with the bureau of gasoline 
tax. In addition, a number of organization 
changes within bureaus were recommended. 


It is important to note that at the time 
of the study the Division was operating in 
cramped quarters in a multistoried build- 
ing. Just as the study was started, a new 
single-story building was purchased; the 
offices were moved to the new quarters 
soon after the study was completed. It 
was obvious that many of the difficulties 
encountered by the Division in accomplish- 
ing its work were attributable to over- 
crowding and to the unsuitability of the 
office quarters for the work to be done. 
The correctness of this observation has 
been borne out by the fact that backlogs 
were substantially reduced after only a few 
weeks’ operation in the new quarters. How- 
ever, the study did reveal a number of 
opportunities to bring about further im- 
provements in operating practices and pro- 
cedures. Many of these opportunities are 
dependent upon legislative changes, but a 
goodly number of them do not require new 
legislation. 


Recommended Policies 
and Procedures 


The principal suggestions as to policies 
and procedures pertaining to the bureau 
of vehicles were to stagger registrations 
by quarters throughout the year, to es- 
tablish a flat license fee for passenger ve- 
hicles in place of the schedule of fees in 
effect, to eliminate reduced fees for frac- 
tional periods of less than one half of a 
year, to simplify the truck license fee sched- 
ule, to provide for accounting validation 
of transactions at the point of receipt, and 
to make miscellaneous changes in the proc- 
essing of the license applications designed 
to save time and effort. 


The main recommendations as to policies 
and procedures in connection with the 
bureau of operators’ licenses were to license 
operators on a permanent basis subject to 
periodic examinations every three years, 
the examinations to be staggered on the 
basis of birthday months and by each of 
the years in the three-year period, and to 
assess a fee of one dollar for each examina- 


744 


tion. These changes, of course, could be 
effected only by new legislation. Other 
recommendations, short of new legislation, 
were included. The most important ones 
were to stagger license renewals more fully 
by years in the licensing period to obtain a - 
thirty-six-month level cycle of license re- 
newals, and to redesign the license renewal 
application form to eliminate some of the 
work involved in processing applications 
and to provide for renewal notifications. 


The operating procedures of the bureau 
of safety responsibility were found to be 
generally effective, and only a few minor 
changes were suggested. These involved 
filing operations and the inclusion of cer- 
tain information on basic forms to reduce 
work at later points in the processing of 
cases. 


The important recommendations as to 
policies and procedures in connection with 
the bureau of gasoline tax were to base 
the motor fuel tax on the receipt of motor 
fuel within the state, to expedite the ex- 
change of state reports of shipments among 
states by the development of further co- 
operative agreements, to institute a permit 
system for motor fuel tax refunds, to li- 
cense retail gasoline dealers and maintain 
a file of dealer-employee signature cards, 
and to promulgate a standard invoice form 
for use in refund applications and en- 
courage its use by dealers. 


As to procedures in the bureau of 
administrative services, there were twenty- 
four recommendations, most of them in- 
volving details of work processing not 
vital to the functioning of the bureau but 
designed to effect worth-while improve- 
ments. The most important suggested 
changes dealt with the earlier validation of 
transactions for accounting purposes, the 
operation of the stock room, the improve- 
ment of filing operations and the use of an 
overhead conveyor system in the new building. 


Personnel Administration 


One of the major phases of the study 
was concerned with possibilities for improve- 
ment in personnel administration. The 
most important recommendations were to 
reallocate certain positions to classes in 
the state position classification plan; to 
request amendments in the state classifica- 
tion plan to accommodate other positions; 
to pay employees within the salary ranges 
established for the classes to which their 
positions had been allocated (some were 
being paid at lower rates); to establish a 
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new personnel and training unit; to develop 
definite procedures for recruitment, selec- 
tion and assignment; to intensify the re- 
cruitment program; to employ exit inter- 
views as a means of obtaining information 
to help in reducing turnover; to adopt a 
formal suggestions system; and to develop 
and administer a much-needed training 
program. 





The final phases of the study involved 
the development of a position budget show- 
ing the number of positions of each class 
by organization units estimated as needed 
to perform the work of the Division. The 
total number of positions ranged from 440 
to 490,°based on different assumptions as 
to the policies and procedures under which 
the work would be done. [The End] 





| UNIVERSITY OF CHICAGO TAX INSTITUTE 


A new opportunity to gain information and to exchange ideas, on a high 
technical level, will be offered tax men in the Chicago area when the University 
of Chicago First Annual Institute on Federal Taxation convenes in the fall. The 
sessions will be held in the Assembly Room of the Opera Building, 20 North 
Wacker Drive, on October 14, 21 and 28, and on November 4 and 10. 


The Institute is designed for attorneys, accountants and corporation tax 


executives trained and experienced in tax matters. In the initial series, subjects 
will be limited to business problems. All phases of such problems short of actual 
practice in the courts will be considered, and one lecture will cover the changes 
in estate and gift tax concepts since the 1948 Revenue Act. 


At the October 14 session, accounting problems will be discussed. The Octo- 
ber 21 session will be devoted to compensation. The significant legislative rulings, 
regulations and decisions of the year will be reviewed on October 28. Business 
organization, including business structure, the taxable entity and changes in that 
entity or structure, is the topic for November 4, while procedure in refund and 
related claims will be explained on November 10. 


As set up to date, the program presents a number of distinguished speakers, 
many of whom have participated in the New York University Institute. Among 
the scheduled lecturers are Merle Miller, attorney, of Ross, McCord, Ice and 
Miller; Wallace Jensen, former president of the Michigan Society of CPA’s; 
Robert W. Wales, former legislative counsel of the Treasury Department; Allin 
H. Pierce, former special attorney of the Bureau of Internal Revenue; and Frederic 
O. Dicus, chairman of the Tax Section of the Chicago Bar Association. 


The fee for the fifteen lectures will be $30. Tickets will be available for firms, 
and may be transferred within the respective firm. There is a possibility that 


single-session tickets will also be sold. 


All inquiries should be addressed to R. R. Jorgensen, Tax Department, Sears, 
Roebuck and Company, 925 South Homan Avenue, Chicago 7, Illinois. 





Virginia Division of Motor Vehicles 





by J. H. Landman 


Peat, Marwick, Mitchell & Co, 
New York 


Tax Briefs... 


Alimony Payments. Alimony installments 
are not taxable to the wife and not de- 
ductible by the husband if they are made in 
less than ten years from the date of the 
entry of the decree. Tillie Blum [CCH 
Dec. 16,456], 10 TC —, No. 146. 

Alimony payments made under an agree- 
ment after a divorce decree are not incident 
thereto, and are therefore not deductible 
by the divorced husband. Benjamin B. Cox 
[CCH Dec. 16,407], 10 TC —, No. 123. 


Periodic payments of maintenance made 
to a wife in accordance with a separation 
agreement are not justifiable deductions 
when neither a separation nor a divorce by 
court decree was procured. Smith v. Com- 
missioner [48-1 ustc J 9294], CCA-2; aff’z 
[CCH Dec. 16,190(M)] 6 TCM 1323. 

A retroactive separation court decree 
does not render deductible the periodic pay- 
ments already made because they were not 
made incidental to the decree. Daine v. 
Commissioner [48-1 ustc § 9295], CCA-2; 
aff’g [CCH Dec. 15,886] 6 TC 47. 


Refund Claims. Amendments to a refund 
claim to make it more definite and clear, 
before disallowance but after expiration of 
the statute of limitations, are in order when 
they are based upon facts which would have 
been ascertained if the Commissioner of 
Internal Revenue had processed the orig- 
inal claim. Addressograph-Multigraph Corpo- 
ration v. U. S. [48-1 ustc J 9284], Ct. Cls. 

The disallowance of a refund claim starts 
the running of the statute of limitations only 
if the disallowance is based upon the merits 
of the claim and is not tentative. Norman 


W. Roe et al. v. U. S. [48-1 uste 9283], 
oe Sua. 


Carry-backs and Carry-overs. In com- 
puting the net operating loss deduction for 
carry-back purposes, the law of the year 
in which the loss arises governs. Cambria 
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Collieries Company [CCH Dec. 16,463], 10 
TC —, No. 151. 

A net operating loss for carry-back and 
carry-over purposes is not available unless 
the loss arises out of the regular business 
of the taxpayer. A loss resulting from an 
isolated sale of unimproved land in the 
case of a farmer, therefore, does not qual- 
ify. Joseph Sic [CCH Dec. 16,435], 10 
TC —, No. 139. 

Interest paid on a tax deficiency is not re- 
fundable under carry-back provisions. Brandt- 


jen & Kluge, Inc. v. U. S. [48-1 uste J 9311], 
DC Minn. 


Value of Liquidated Assets. The values 
of assets received by stockholders upon the 
liquidation of a corporation are governed 
by their fair market values at the date of 
liquidation. The selling price of the asset’ 
three days later is not a decisive but a 
contributing factor in determining fair mar- 
ket value at the date of liquidation. Marcus 
Schlitt [CCH Dec. 16,447(M)], TC memo. 
op. 

The capital gain or loss to stockholders 
that arises upon the surrender of stock in 
a corporation in liquidation is the difference 
between the fair market value of the assets 
received and the original cost of the stock. 
Commissioner v. John H. Brinckerhoff [48-1 
ustc § 9296], CCA-2; aff’g [CCH Dec. 
15,785] 8 TC 1045. 


Invalid Family Partnership. Minor chil- 
dren who contributed neither significant cap- 
ital nor services are not partners for tax 
purposes, though a salaried nominee acted 
for them. Samuel Friedman [CCH Dec. 
16, 461], 10 TC —, No. 149. 

The creation of trusts for minor citizen- 
children by an alien father-proprietor, and 
the formation of a partnership with these 
trusts to avoid the possible freezing or 
condemnation of the business during World 
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War II, where the trusts contributed neither 
significant skill nor capital, do not constitute 
such a business purpose as to create a valid 
tax partnership. Quon v. Commissioner [48-1 
ustc $9136], 165 F. (2d) 215 (CCA-9); 
cert. den. June 14, 1948. 


Valid Family Partnership. The distribu- 
tive shares of profits of a family partner- 
ship in accordance with agreement terms 
are countenanced when reasonable in the 
light of independent capital contributions, 
no matter how small, and the skills of the 
invited partners are important. Woosley v. 
Commissioner [48-1 ustc $9292], CCA-6; 
revg in part [CCH Dec. 15,514(M)] 5 
TCM 1038. 


Farmers’ Charitable Contributions. Though 
farmers may deduct from gross income the 
fair market value of the agricultural products 
contributed to charity, within the fifteen 
per cent limitation, the value of these prod- 


ucts must be included in their gross incomes. 
1. TF. 36: 


Payments to Foreign Charity. When a 
payment to a foreign charity does not qual- 
ify as a deductible contribution, it may 


qualify, nevertheless, as a deductible ordin- 
ary and necessary business expense. B. Man- 
ischewits Company [CCH Dec. 16,548], 10 


TC —, No. 148. 


Joint Return in Substance. A husband- 
and-wife joint return may be considered to 
have been filed even though the wife did 
not actually sign it, if it was filled out and 
intended as such. Walter E. Olsen [CCH 
Dec. 16,417 (M)], TC memo. op. 


Abandonment Loss. Cost of useless dis- 
mantled machinery sold as junk in conclu- 
sion of a plan of abandonment is fully de- 
ductible. B. Manischewitz Company, supra. 


Broker’s Commissions on Purchases of 
Securities. A broker’s commission on the 
purchase of bonds is deductible as part of 
the amortizable premium, though the com- 
mission would not otherwise be deductible 
by a nondealer. Joe Shoong [CCH Dec. 
16,453 (M)], TC memo. op. 


Taxable Income Though Estimated, In 
the absence of records, the Commissioner of 
Internal Revenue may estimate a taxpayer’s 
taxable income based on net worth. Romolo 
Mazsocone [CCH Dec. 16,414 (M)], TC 


memo. op. 


Personal Holding Company. Royalties 
received are personal holding company in- 
come liable to the penalty surtax if in fact 


Tax Briefs 


the taxpayer did have a right at the time to 
distribute this income to its stockholders. 
Safety Tube Corporation v. Commissioner 
[48-1 ustc J 9289], CCA-6; aff’g [CCH Dec. 
15,703] 8 TC 757. 


Business League as Taxable Corporation. 
A business association which publishes for 
wide distribution a catalogue listing prod- 
ucts of its own members loses its tax-exempt 
status because of that fact, and becomes a 
taxable corporation. Automotive Electric As- 
sociation v. Commissioner [48-1 ustc J 9287], 
CCA-6; aff’g [CCH Dec. 15,739] 8 TC 894. 


Community Property in California. A 
partnership agreement does not convert Cal- 
ifornia community property into separate prop- 
erties in the absence of an intent to the 
contrary. G. C. M. 25642. 


One or Two Trusts. Once a state court 
decides, in an independent partition suit by 
legatees not motivated by tax saving, that 
not one but two trusts were intended by the 
creator, the income from the trusteed prop- 
erty is allocable between the two trusts, 


. and not to one trust, with consequential tax 


savings. John Shertzer Trust [CCH Dec. 
16,455], 10 TC —, No. 145. 


Involuntary Conversion. Insurance pro- 
ceeds arising out of a fire loss which were 
used to pay a mortgage and general business 
expenses, though later replaced in the fund 
with which stock of a corporation in a like 
business was purchased, lose their tax-exempt 
status because they were not in fact tem- 
porarily invested but were used to effect a 
business transaction. Kennebec Box & Lum- 
ber Company, Inc. [48-1 ustc J 9310], CCA-1; 
aff'g [CCH Dec. 15,804(M)] 6 TCM 544. 


Unjust Enrichment Tax. A taxpayer is 
not entitled to recover the Agricultural Ad- 
justment Act taxes paid by it as a processor 
of hogs where the slaughtering was done by 
another for a fee and the former taxpayer 
did not actually bear the tax burden. Com- 
missioner v. Dependable Packing Company 
[48-1 ustc 79304], CCA-7; rev’g and re- 
manding [CCH Dec. 14,912(M)] 4 TCM 
1111. 


Assignment of Future Royalties. An as- 
signment of the right, title and interest in a 
patented process, including the receipt of a 
percentage of royalties which were pay- 
ments for services rendered by the assignor, 
are taxable income to the latter and not to 
the assignee-wife. The transfer involved in 
fact the assignment of a right to royalties 
and not to the. process itself. Strauss v. 
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Commissioner [48-1 ustc § 9301], CCA-2; 
rev’g [CCH Dec. 15,787] 8 TC 1058. 


Award for Patent Infringement. An award 
for patent infringement is fully taxable in- 
come in the year of receipt, and is not the 
tax-free return of capital or the tax-free res- 
titution of loss from involuntary conversion. 
It is not even allocable over the years of 
experimentation because when the award does 
not exceed eighty per cent of the total patent 
income, it may not be so redistributed for 
tax purposes. Nicholas W. Mathey, [CCH 
Dec. 16,436, 10 TC —, No. 140. 


Patent Expenses Capitalized. Legal ex- 
penses incurred in connection with the pro- 
tection of title to patents must be capital- 
ized and amortized over the remaining life 
of the patent. Safety Tube Corporation v. 
Commissioner, supra. 


Impounded Royalties. Oil royalties im- 
pounded during litigation are taxable in- 
come in the -year when ultimately received. 
Porter Royalty Pool, Inc. v. Commissioner 
[48-1 ustc 9172], 165 F. (2d) 933 (CCA- 
6); cert. den. June 1, 1948. 


Tax-Free Reorganization with Taxable 
Dividends. A transfer of the operating 
assets of a transferror-corporation in exchange 
for the stock of a transferee-corporation and 
the assumption of the transferor’s liabilities, 
followed by the liquidation of the transferor 
and the distribution of all its assets consist- 
ing of cash and securities and the trans- 
feree’s stock, yields taxable income as a 
dividend to the extent of accumulated earn- 
ings, though the transaction is otherwise a 
tax-free reorganization with a business pur- 
pose. Estate of John B. Lewis [CCH Dec. 
16,433], 10 TC—, No. 137; Estate of Elise W. 
Hill [CCH Dec. 16,434], 10 TC —, No. 138. 


Discovery Depletion. A tenant in posses- 
sion under an oral sublease who discovers 
gypsum deposits enjoys enough economic 
interest therein to be entitled to discovery 
depletion deductions. Estate of H. M. Hol- 
loway [CCH Dec. 16,426], 10 TC—, No. 134. 


Percentage Depletion. Gross sales of ore 
of a mine operated by another, and not the 
net amount received, are the basis for the 
percentage depletion deduction. Oliver Iron 
Mining Company [CCH Dec. 16,402], 10 TC 
—, No. 119. 


Cancellation of Lease. A lessee may de- 
duct loss on the cancellation of a worthless 
lease even though the fee was subsequently 
acquired, provided that the two acts are 
separate and distinct. Ibid. 
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Renegotiation. The Renogotiation Act is 
constitutional, and the United States Tax 
Court has the exclusive right to determine 
finally the facts and profits. Lichter v. U. S.; 
Pownall v. U. S.; Alexander Wool Combing 
Company v. U. S. [CCH GovernmMENtT Con- 
TRACTS REPORTER { 60,483], U. S. S. Ct. 


Beneficiaries of Will Taxable on Con- 
structive Income. The beneficiaries of a 
testamentary trust are taxable on their re- 
spective incomes in accordance with its terms 
when the administration of the estate is com- 
pleted in substance, if not technically so, 
even though the trust is not technically in 
existence. Chick v. Commissioner [48-1 ustc 
{ 9192], 166 F. (2d) 331 (CCA-1); cert. den. 
June 14, 1948. 


Honduras Foreign Tax Credit. Taxes 
paid to Honduras in the form of a per- 
centage of profits for mining rights consti- 
tute an income tax credit, and qualify as a 
foreign tax credit. New York and Honduras 
Rosario Mining Company v. Commissioner 
[48-1 ustc $9290], CCA-2; rev’g [CCH 
Dec. 15,839] 8 TC 1232. 


Deduction of Interest on Taxes. A com- 
promise agreement of excise taxes without 
the actual assessment of interest does not 
give rise to a deduction of interest. Carlisle 
Tire and Rubber Company v. Commissioner 
[48-2 ustc 79318], CCA-3; affg [CCH 
Dec. 16,067 (M)] 6 TCM 1082. 


Relief from Statute of Limitations. Where 
an overvaluation of inventory causes an 
overpayment of taxes in one year and a 
tax deficiency in the succeeding year, a re- 
fund for the earlier year is allowed under 
Code Section 3801, even though the year is 
otherwise closed. Gooch Milling & Elevator 
Company v. U. S. [48-1 ustc § 9285], Ct. 
Cls.; H. T. Hackney Company, Inc. v. U. S. 
[48-1 ustc J 9298], Ct. Cls. 


Bond Premiums. Premiums paid for 
bonds callable for redemption on _ short 
notice are deductible in full in the year of 
acquisition, even though the bonds con- 
tained a stock conversion privilege. Chris- 
tian W. Korell [CCH Dec. 16,420], 10 TC—, 
No. 128. 


Bankrupt’s Interest on Taxes. Interest on 
back taxes is chargeable to the bankrupt 
up to the date of his petition in bankruptcy 
and not to the date of payment of the 
taxes. Carter, Trustee of Union Fabrics, Inc. 
v. U. S. [48-1 ustc $9286], CCA-2; aff’g 
[47-2 ustc | 9390] DC N. Y. 


(Continued on page 758) 
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ic reuse’ seems always to have played an 
ik important part in the differentiation of 
right and wrong.’ In what has been re- 
ferred to euphemistically as the “good old 
“a days,” a workable rule was: “Ye shall know 
them by their fruits. Do man gather grapes 
i of thorns, or figs or thistles?”? It was only 
2 in modern times that Luther Burbank so 
ad changed nature that fruit will grow accord- 
od ing to mortal man’s bidding rather than by 
H virtue of its own seed. The fruit may now 
grow as desired by reason of a grafting 
7 process; any resemblance to a pun is not’ 
* purely coincidental. 
ot If the tree and its fruit may be correlated, 
le it is not difficult to see where the tax is to 
er fall; this is true not only metaphorically, 
H but in practice.* Where the tree (capital) 
and the fruit (income) belong to different 
persons, however, this question arises: Who 
- shall be taxed? Mr. Justice Holmes’ horti- 
- cultural allusion in the following case * was 
vn a happy one. 
er Guy C. Earl and his wife, Ella, were 
is married in 1888, the year of the great bliz- 
‘or zard (although they were residents of Cali- 
pt: fornia). Thirteen years later Mrs. Earl, who 
Ss. was not unfamiliar with financial matters, 
had some $30,000 in property of her own. 
Because her husband was not a well man, 
‘or they decided to enter into the following 
ort agreement: “It is agreed and understood 
of between us that any property either of us 
m- now has or may hereafter receive or acquire 
ie. (of any and every kind) in any way, either 
en by earnings (including salaries, fees, etc.) 
or any rights by control or otherwise during 
the existence of our marriage, or which we 
on or either of us may receive by gift, bequest, 
ipt devise or inheritance, and all the proceeds, 
“id issues, and profits of any and all such prop- 
€ 
nc. 1 Genesis 2:17. 
fg ? Matthew 7:16. 
31. T. 3815, 1946-2 CB 30. 
* Lucas v. Earl [2 ustc { 496], 281 U. S. 111 
58) (1930). 
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erty shall be treated and considered and 
hereby is declared to be received, held, 
taken and owned by us as joint tenants and 
not otherwise with the right of survivor- 
ship.” 


In 1920 and 1921, Mr. Earl had earnings 
from legal fees and from his employment 
by the Great Western Power Company, half 
of which earnings he reported on his own 
income tax return. Like Phyllis,» the Com- 
missioner had the choice of two Earls; he 
decided to assert the tax against Mr. Earl 
for all of the earnings, including the half 
reported by the wife. But the contract pro- 
vided otherwise. And “Congress has never 
enacted that income taxes shall be paid by 
the earner or the owner of the income-pro- 
ducing property. In the absence of such 
a provision, the administrative advantage 
alone would not warrant a judge-made rule 
to that effect.”* Query: Could the Com- 
missioner tax the income according to its 
source, or could the contract provide that 
the recipient was the owner of the income 
and hence the subject of the tax? 


On March 17, 1930, Mr. Justice Holmes 
read the opinion of the Supreme Court: 
“This case presents the question whether 
the respondent, Earl, could be taxed for 
the whole of the salary and attorney’s fees 
earned by him in the years 1920 and 1921, 
or should be taxed for only a half of them 
in view of a contract with his wife. ... 
The validity of the contract is not ques- 
tioned, and we assume it to be unques- 
tionable under the law of the State of 


' California, in which the parties lived. . . . 


soo T.HE REVENUE ACT of 1918... 

imposes a tax upon the net income 
of every individual including ‘income de- 
rived from salaries, wages, or compensation 





5 William S. Gilbert, Jolanthe. 

6 George K. Bowden, ‘‘Assignments of Income 
Reconsidered,’” TAXES—The Tax Magazine, 
February, 1942, p. 68. 
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for personal service . . . of whatever kind 
and in whatever form paid. . . .2. The pro- 
visions of the Revenue. Act of 1921 

are similar to those of the above. A very 
forcible argument is presented to the effect 
that the statute seeks to tax only income 
beneficially received, and that taking the 
question more technically the salary and 
fees became the joint property of Earl and 
his wife on the very first instant on which 
they were received. We well might hesitate 
upon the latter proposition, because how- 
ever the matter might stand between hus- 
band and wife he was the only party to the 
contracts by which the salary and fees were 
earned, and it is somewhat hard to say that 
the last step in the performance of those 
contracts could be taken by anyone but 
himself alone. But this case is not to be 
decided by attenuated subtleties. It turns 
on the import and reasonable construction 
of the taxing act. There is no doubt that 
the statute could tax salaries to those who 
earned them and provide that the tax could 
not be escaped by anticipatory arrangements 
and contracts however skilfully devised to 
prevent the salary when paid from vesting 
even for a second in the man who earned 
it. That seems to us the import of the 
statute before us and we think that no 
distinction can be taken according to the 
motives leading to the arrangement by 
which the fruits are attributed to a different 
tree from that on which they grew.” 


This decision must not be read narrowly; 
the significance is not confined to husband- 
wife relationships. “Under Lucas v. Earl an 
assignment of income to be earned or to 
accrue in the future, even though authorized 
by state law and irrevocable in character, 
is ineffective to render the income immune 
from taxation as that of the assignor.”’ 
The assigned right need not pertain only 
to earnings of wages and the like; it may 
also pertain to earnings from property. 
“Where the thing assigned is a property 
right productive of income and the assign- 
ment effectively divests the assignor of all 
control over the property so that he cannot 
defeat subsequent payment of the income to 
the assignee, the income thereafter arising 
from such property is income to the assignee 
by virtue of his ownership.”* “Following 
the broad implications of Lucas v. Farl ... 
the conventional test of the courts has been: 
Has the property producing the income been 
assigned or merely the income from the 





™Commission v, Harmon [44-2 ustc { 9515], 
323 U.S. 44 (1944). 

8 Boehm v. Commissioner [CCH Dec. 9652], 
35 BTA 1106 (1937). 








property? If the former, the assignee is 
taxed; if the latter, the assignor.” ° 


T IS IMMATERIAL how earnings of 

a taxpayer reach a nominee, for the 
Supreme Court “has repeatedly said that 
taxation is an intensely practical matter 
concerned less with legal formalities than 
with economic realities and that tax conse- 
quences flow from the substance rather than 
the form of a transaction; that command 
over property or enjoyment of its economic 
benefits marks the real owner for federal 
income tax purposes. See... Lucas v. Earl. 
. .. From these cases it seems to be quite 
clear that mere passage of title to income- 
producing properties through devices “which 
are valid under state law will not insulate 
the transferor against federal income tax 
liability unless the passage of title is ac- 
companied by a complete. shift of the eco- 
nomic benefits of ownership, direct and 
indirect.” ” 


“The dominant purpose of the revenue 
law is the taxation of income to those who 
earn or otherwise create the right to receive 
it and enjoy the benefit of it when paid.” 
The courts consistently reject “the trans- 
ferring to members of [one’s] family a 
portion of his earning power and the fruits 
eof it, to avoid the ruling of the Earl case 
by calling the result a partnership.” ** Where 
a father made gifts of shares in a partner- 
ship to his sons, who contributed nothing 
to the running of the business, no portion 
of the partnership could be attributed to 
the sons for tax purposes. Nor does the 
sex of the children matter, it was held in a 
paired action.” Where two brothers agreed 
that their salaries and earnings would’ be 
pooled and divided equally, it was held not 
to be a true partnership but merely an 
anticipatory assignment of income which 
would belong, when it accrued, to the one 
who earned it, and would be taxed accord- 
ingly.* A plan whereby the taxpayer was 
to divide future earnings with his wife was 
ruled out in one case, in which no business 
partnership but only a partnership in tax 





® Stanley Surrey, ‘‘Assignment of Income and 
Related Devices: Choice of the Taxable Person,”’ 
Columbia Law Review, May, 1933, p. 796. 

10 Anderson v. Commissioner [48-1 ustc { 9109], 
164 F. (2d) 870 (CCA-7, 1948). 

11 Helvering v. Horst [40-2 ustc { 9787], 311 
U. S. 112 (1940). 

122 Benson v. Commissioner [47-1 ustc {| 9261], 
161 F. (2d) 821 (CCA-5, 1947). 

13 Scherf v. Commissioner ; Barnes v. Commis- 
sioner [47-1 ustc {| 9260], 161 F. (2d) 495 (CCA-5, 
1947). 

4 Villere v. Commissioner [43-1 ustc { 9291], 
133 F. (2d) 905 (CCA-5, 1943). 
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avoidance was found.” Another court duti- 
fully returned to the fruit analogy, saying 
that “it ought to be clear that the device of 
using the partnership form to separate the 
tree from its fruits, the earner from the 
income, will be no more effective in fact 
and in law than similar and related schemes 
of individuals have been. Textbooks and 
decisions on tax law are strewn with the 
wrecks of abortive schemes of individuals 
to achieve the greatly desired end of divid- 
ing their income for tax purposes with per- 
sons who did not earn it.” * 


“A person may be taxed on profits earned 
from property, where he neither owns nor 
controls it. . . . The issue is who earned 
the income. ... It is the command of the 
taxpayer over the income which is the con- 
cern of the tax laws. ... By the simple 
expedient of drawing up papers, single tax 
earnings cannot be divided into two tax 
units and surtaxes cannot be thus avoided.” 
Thus, it was held under the Earl doctrine 
that a partner’s assignment of his interest 
in the future profits of the partnership must 
be taxable to the would-be assignor.* And 


income “permanently applied by the act of 


the taxpayer to the maintenance of the con- 
tracts of insurance made in his name for 
the support of his dependents is income used 
for his benefit in such a sense and to such 
a degree that there is nothing arbitrary or 
tyrannical in taxing it as his.” ” 


HERE a corporation leased its prop- 

erty in perpetuity on terms requiring 
the lessee to pay the lessor’s stockholders 
an annual dividend of seven per cent on 
the shares, it was held, under the Earl 
doctrine, that the lessor received income in 
the amount of the dividends paid by the 
lessee to the stockholders.” Where a cor- 
poration and its sole stockholder jointly 
contracted to lease corporate facilities to 
another company, the lessee to pay ten per 
cent of the gross income of the corporation 
properties to the sole stockholder, the trans- 
action was “an exercise by [the corporation ] 
of power to dispose of income and amounted 
to the realization of the income by it.”™ The 





15 Schroeder v. Commissioner [43-1 ustc J 9337], 
134 F. (2d) 346 (CCA-5. 1943). 

16 Scherf v. Commissioner, supra. 

17 Commissioner v. Tower [46-1 ustc { 9189], 
327 U. S. 280 (1946). 

18 Burnet v. Leininger [3 ustc § 909], 285 U. S. 
136 (1932). 

1% Burnet v. Wells [3 ustc {§ 1108], 289 U. S. 
670 (1933). 
ustc {| 9222], 315 U. S. . 

*U. 8. v. Joliet € Chicago Railroad Company 
[42-1 ustc | 9222], 315 U. S. 44 (1942). 

21 Brooklyn & Richmond Ferry Company, Inc. 
[CCH Dec. 16,115], 9 TC 865 (1947). 
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Earl decision was also used as authority for 
preventing an individual from using a wholly 
owned corporation as a taxpayer, when he 
actually earned its income, even though his 
“lawyer’s ingenuity devised a _ technically 
elegant arrangement.” * Income was deemed 
to have been received by a taxpayer when, 
pursuant to a contract, a debt or other obli- 
gation was discharged by another for his 
benefit, the transaction being the same in 
substance as if the money had been paid 
to the debtor and then transmitted to the 
creditor.” 

Assignment of income, then, will not serve 
to relieve the creator of the income from tax. 
Nor will the designation of a payee influence 
the incidence of tax. What happens if a 
person arranges for certain income which 
he otherwise would receive to be paid di- 
rectly to a charitable organization as earned, 
so that he will never receive it or have 
any control over it? A year after the Earl 
case it was held that where “the original 
owner merely transfers or agrees to transfer, 
by assignment or otherwise, income as it is 
received, the authorities are uniform in hold- 
ing that the person to whom the income 
was payable in the first instance is liable for 
taxes thereon.” ™ The right of a charitable 
organization to receive income, therefore, 
will not relieve the donor of the tax burden 
—at least since 1930, the year of the Earl 
decision. 


UT A FEW YEARS after that case 

a certain very distinguished lady ran 
afoul of the decision. A congressman dis- 
covered that she had assigned earnings from 
radio fees to the American Friends Com- 
mittee of Philadelphia, a charitable organi- 
zation, without reporting these items on her 
tax return. In all, ten $3,000 fees from the 
Selby Arch Preserver Shoe Company were 
thus paid directly to the charity, the lady 
retaining only the $1 that she had received 
each broadcast from the sponsor. The con- 
gressman brought the matter officially to 
the attention of the Joint Congressional 
Committee on Tax Evasion. Because of her 
husband’s national prominence (and her 
own), some. of the opposition newspapers 
gleefully shouted, “Tax evader!” An Assist- 
ant Attorney General quickly replied that 
he formerly had been counsel for the Bureau 
of Internal Revenue, in which capacity he 
had had the matter referred to him by the 





22 Griffiths v. Commissioner [40-1 ustc { 9123], 
308 U. S. 355 (1939). 


23 Old Colony Trust Company v. Commissioner 
{1 ustc J 408], 279 U. S. 716 (1929). 


24 Porter v. U. 8S. [1931 CCH 1 9609], 52 F. (2d) 
1056 (Ct. Cls., 1931). 
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by Lewis Gluick, C. P.A. 


Talking Shop 


HE FOLLOWING comes from Katz 
& Heimowitz, New York City: 


“In the May, 1948 issue of TAXEs, the 
Shoptalker plaintively asks why lawyers 
omit the ‘simple detail’ of apportioning sales 
price between land and buildings. The an- 
swer is readily forthcoming from lawyers 
who have spent days and weeks in negotiat- 
ing a sales contract—the attempted inser- 
tion will often frustrate the closing of title. 


“In the problem posed by the Shoptalker, 
the vendor may be anxious to apportion as 
large an amount as possible to the land, 
thereby achieving a long-term capital gain. 
The vendee, perhaps desirous of selling the 
building or obtaining the maximum depre- 
ciation on the same, is undoubtedly desirous 
of allocating a greater portion of the sales 
price to the building. Each party may be 
unaware or unsympathetic toward the tax 
consequences resulting to the other. 


“After patiently achieving a meeting of 
the minds with respect to the myriad details 
of a title closing; it is a brave, and often 
foolhardy, attorney who attempts to have 
the purchase price apportioned. 


“This is especially true in view of the 
minor advantages incurred by an apportion- 
ment clause. Neither local nor federal tax- 
ing authorities will be concluded [sic] by an 
allocation which does not have factual sup- 
port. In addition, the purchaser, in seeking 
insurance on the building, will hesitate to 
be bound by an arbitrary valuation. 


“The furtherance of a client’s interest is 
promoted when the accountant and lawyer 
are aware of each other’s problems. We 
hope that this letter will enable the accoun- 
ant to understand the functions and prob- 
lems of an attorney at a title closing.” 


Right from the Feed Box 


W. D. Hopkins of Cleveland, Ohio, writes: 
“T was much interested to see that your 


752 


recent column commented both on the Fackler 
and Cobb cases. I argued and lost both of 
them. 


“I must say that I get some satisfaction, 
when I see the Fackler case so frequently 
cited in favor of the taxpayer, in recalling 
the following language from my brief: 


“*On the one hand, the 1938 amendment 
to Section 117 (a) (1) was not to increase 
revenue; neither was it designed to permit 
a taxpayer with a large income to trans- 
form each of his investments into a business, 
and thus to take in full his investment losses 
against income. We point out that if the 
decision of the Board is allowed to stand, 
it will rise up to plague the Commissioner 
when he tries to limit loss deductions, as 
Congress intends that they shall be limited. 
The effect of the Board’s interpretation of 
the law is to convert into a business the 
ownership of every building not occupied 
by its owner as his residence, thus opening 
the door for taxpayers with large incomes 
to take in full losses on what have always 
been considered investments properly sub- 
ject to all the limitations on capital assets.’ 


“The only case I have noted which does 
not follow the Fackler case completely is the 
recent memo decision in James L. Vaughan 
[CCH Dec. 16,400]. 


“With reference to the Cobb case, you 
will be interested to know that it is being 
appealed. This case actually decided a point 
in favor of the taxpayer, which is not clear 
from the opinion. The taxpayer, as general 
counsel for a corporation, received salary 
and had no fees from other clients. The 
Commissioner argued that therefore he 
could not deduct expenditures for law library 
dues, bar association dues and law journals, 
the theory being that he would receive as 
much salary whether he made these expendi- 
tures or not. We had to put in evidence on 
all of these points, and only upon brief would 
the Commissioner recede from his position.” 
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lf the Shoe Fits . . . 


The following is taken from Pope’s Essay 
on Criticism, with italics supplied. It seems 
to fit exactly the numerous tax men who 
say they don’t subscribe to this publication 
because they have no time to read it. 


“ 


. we find the justest rules and clearest 
method joined; 


Thus useful arms in magazines we place, 
All ranged in order, and disposed with grace, 
But less to please the eye, than arm the hand, 
Still fit for use, and ready at command.” 


Come to think of it, that would do for 
the entire product of CCH. 


Legal Technicalities 


The Coast Carton Company case [CCH 
Dec. 16,393] should be watched by lawyers 
or CPA’s who try tax cases. There is a 
nice highly legalistic point which this lay- 
man can best express thus: “When is a 
corporation not a corporation?” Three 
judges dissent on one point and four on 
another, so an appeal from Judge Harlan’s 
opinion seems inevitable. 


Card of Sympathy 


Our condolences to Beriram Levy [CCH 
Dec. 16,394(M)] and Dretkorn’s Bakery 
[CCH Dec. 16,396(M)]. Since no dissents 
were noted, these decisions must be good 
law; but (the Shoptalker speaks again as 
a layman) they don’t appear to be justice. 


Housing Troubles 


Have you read Everybody Slept Here, a 
tale of Washington’s (D. C., that is) hous- 
ing problem? Think it’s fiction? Read 
Carmichael et al. [CCH Dec. 16,397(M) ]. 


Watch This! 


The case of Myrna S. Howell [CCH Dec. 
16,390] should be published as widely as 
possible. The 1948 tax reduction act makes 
joint returns mandatory in practice, if not 
in law, in all but a few instances. That 
means that many joint returns will be filed 
where separate returns had been filed previ- 
ously. Mrs. Howell, as many a wife has 
done, signed two joint returns in blank. 
Judge Van Fossan ruled that she was liable 
for all the penalties resulting from her hus- 
band’s fraud. Presumably the joint re- 
turns were filed with her tacit consent. 


Talking Shop 





Teachers 


The Shoptalker attended a convention of 
the California Council of Business Schools, 
held at Santa Barbara on May 28 and 29. 
The only tax note was sounded by a Dr. 
J. S. Noffsinger of Washington, D. C., the 
executive: secretary of the National Council 
of Business Schools. .His talk was well 
worth listening to. We wish we had a steno- 
graphic report of his remarks on taxation. 
He seemed to think that more reduction in 
income taxes would help education. The 
Shoptalker agrees with that, but is convinced 
that once this campaign year is past, rates 
will go up again. What other excuse was 
there for giving percentage reduction by 
brackets, instead of reducing the basic rates? 
Noffsinger also pointed out that private busi- 
ness colleges not only provide education 
which costs the taxpayers nothing, but also 
pay plenty of taxes. Mr. J. I. Kinman, CPA, 
spoke to the Accounting Section, and stressed 
the need of having practical men teach that 
subject, in order to get and hold the stu- 
dent’s interest. Double check! And that 
goes for teaching taxation—in spades. 


Memo to Ellery Queen 
and David Dodge 


A final examination in a college course 
in federal taxation asked this question: 


“A taxpayer’s body, much decomposed, 
was found in April, under suspicious cir- 
cumstances. The police detectives were 
baffled by one clue, which consisted of an 
envelope addressed to the Processing Divi- 
sion, Kansas City 2, Missouri. But every 
taxpert in town not only knew what that 
meant, but was enabled to fix the approxi- 
mate date of death. Can you? Explain.” 


A Snail Is Fast 


The case of Simmons covers ten pages at 
48-1 ustc 9276, and much of it is worth 
reading. There is a man who had troubles. 
However, it is the delay of the law that 
infuriates us. The case started on November 
4, 1929. It dragged along for nine years, 
and then (we quote) “a period of more than 
seven years [elapsed] between the rejection 
of the last offer in compromise and the col- 
lection of the tax on November 14, 1945.” 
After that, the taxpayer sued to recover, 
and lost. Thus, the case goes on record in 
1948. If he appeals to the Circuit Court, 
it may take another three years. 
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Bard of Avon 


The Shoptalker thinks that the June issue 
of TAXEs is just about as good as they 
come. Its emphasis on the gift and inherit- 
ance taxes lacked just one thing. There 
should have been a reference to Shakespeare’s 
King Richard II, Act III, Scene 2.. Richard 
says, “Let’s choose executors and talk of 
wills.” 


California Unemployment 


Approximately twelve per cent of the em- 
ployers who are subject to the California 
Unemployment Insurance Act were eligible 
for less than the maximum tax rate of 2.7 
per cent last year. The more liberal tax rate 
schedule now in effect is expected to result 
in a substantial increase in the number of 
employers eligible for lower rates. 


Family Partnerships 


In June a spate of family partnership cases 
was reported, all of them of human interest. 
Such cases, insofar as they involve wives, 


will be far fewer in the future. Insofar as 
they involve other kin, they should decrease 
somewhat, for the decisions point the way 
to avoiding litigation. We cite Harris [CCH 
Dec. 16,384], 10 TC —, No. 109, and Green- 
wald [CCH Dec. 16,428(M)], as examples. 
In the former, which aroused much interest 
among Los Angeles taxperts, the taxpayers 
lost; in the latter, they won. Both decisions 
seem sound to the Shoptalker. The case of 
Strauss [48-1 ustc J 9301] is, for practical 
purposes, closely linked to the subject of 
family partnerships, and deserves study as 
such. 


Oleo 


Despite the tax on oleomargarine, its sales 
are increasing. The most recent and avail- 
able statistics show that production rose 
forty-one million pounds in April, 1947, to 
sixty-one million pounds in April of this 
year. The product is beginning to be a 
revenue producer, but the Shoptalker thinks 
it should be free of tax. The majority of 
the House of Representatives thinks so, 
too. Write your Senator. ' [The End] 
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lady prior to the broadcasts. In behalf 
of the Bureau’s legal office, he had replied 
that the fees were not taxable to her. In 
a purple passage he now declared, “There is 
no tax on such a kindness and whatever 
spiritual enrichment comes of good works 
is not estimated as taxable income.”™ 


In reply to minority committee members, 
the Assistant Attorney General stated that 
while the doctrine of constructive receipt 
often had been invoked by the Bureau to 
prevent the use of this “just rule” as a 
means of evasion or avoidance, the proceeds 
of these broadcasts “were not her income.” 
Some cynical tax men snickered, for it was 
now well known that “cases in which antici- 
patory arrangements transferring income to 


23 New York Times, July 15, 1937. But the 
Supreme Court subsequently said that enjoy- 
ment of income, which is so vital a test in the 
realization of taxable income, may be evidenced 
by ‘‘nonmaterial satisfaction as may result from 
the payment of a... community chest contribu- 
tion.’’ Helvering v. Horst, supra. This same 
Assistant Attorney General (in a higher role) 
lost that very case. 





accrue from personal services to be rendered 
by the assignor are unavailing for tax pur- 
poses.” * But they did not snicker aloud, 
for very shortly thereafter the Assistant 
Attorney General was elevated to the Solici- 
tor General’s office, and subsequently to the 
Attorney General’s. 


To prevent a recurrence of this embar- 
rassing situation, in 1942 the Treasury re- 
leased T. D. 5151,” whereunder amounts 
paid to charitable organizations for services 
rendered to the payor by the donor were 
expressly stated to be the donor’s income. 
If the arrangement had been made prior 
to the issuance of this ruling, however, the 
amounts in question should not be taxable 
to the donor. Yet none of the aforemen- 
tioned tax men cried, “I told you so!” By 
that time the lady’s quondam tax adviser was 
a Justice of the United States Supreme Court. 


[The End] 
% Daugherty v. Commissioner [1933 CCH 
f 9101], 63 F. (2d) T7 (CCA-9, 1933). 
27 1942-1 CB 34. 
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Books... 


Railroad Taxation 


Taxation of Public Service Corporations in 
Virginia. James W. Martin. Public Serv- 
ice Tax Study Committee, Richmond, 
Virginia. 1947. 152 pages. 


_ The research report to the Virginia Pub- 
lic Service Tax Study Committee, by Dr. 
James W. Martin, is an interesting and 
up-to-date appraisal of the method of tax- 
ation of the railroads and other public 
service corporations in Virginia, with com- 
parison of results of such taxation in several 
other states and by several other methods. 
The report contains a description of the 
unit method of valuation of railroad prop- 
erty, a discussion of allocation factors and 
a chapter on equalization. 


The method of taxation of these cor- 
porations in Virginia involves four sepa- 
rate taxes: first, an ad valorem assessment 
of the physical properties other than roll- 


‘ing stock and the taxation of such assess- 


ments by counties, municipalities and other 
tax districts at the local rates; second, the 
taxation of the rolling stock of railroads 
by the state only at an arbitrary rate fixed 
by the legislature from time to time, and 
presently at the rate of two per cent; third, 
the taxation by the state only of the fran- 
chise or intangible values of public service 
corporations measured by gross revenues 
(in the case of railroads taking an allocated 
proportion of interstate revenues) at an 
arbitrary rate fixed by the legislature, pre- 
sently $2 per thousand; fourth, a special 
state tax on money deposited or held in 
Virginia. 

The principal feature of this combination 
of taxes is the local tax on tangible prop- 
erty other than rolling stock. There is a 
prevalent supposition that the basis of 
assessment of this property is actual cost, 
or reproduction cost, less deductions repre- 
senting depreciation, obsolescence and other 
factors. In the case of public service cor- 
porations other than railroads, actual costs 
are used; in the case of railroads, however, 
reproduction cost less depreciation at 1927 
price levels plus additions and betterments 


Books Articles 





.. Articles 





less retirements is used, but only as a 
maximum valuation subject to reduction 
for various reasons. 


The State Corporation Commission, 
which makes the assessments, has officially 
denied several times that it makes its 
assessments on the basis of reproduction 
cost less depreciation. This, the Commis- 
sion says, is merely the maximum basis 
from which it starts, and many other indi- 
cations of value are taken into considera- 
tion. Whatever methods are used seem to 
be rather crude; they have resulted in a 
fairly rigid pattern of assessing the locally 
taxable properties of railroads at certain 
amounts per mile which are seldom changed. 
For the eight years 1938-1946, there has 
been no change. The tracks of each of the 
four most prosperous railroads in Virginia 
have been assessed uniformly at $23,000 
and $38,000 per mile of single track and 
double track, respectively, while the tracks 
of less prosperous railroads have been as- 
sessed at $13,000 and $24,000 for the single 
track and double track, respectively. 


The research report concludes, after com- 
paring the final results of the Virginia 
method of taxation with that imposed on 
railroads in various other comparable states, 
that railroads in Virginia are taxed slightly 
less than the average of eleven other states. 


The report contains an up-to-date sum- 
mary of the unit method of valuation of 
railroad properties which, it says, is used 
with more or less fidelity in forty-one 
states, and strongly recommends that this 
method be adopted in Virginia. It recom- 
mends that system valuations of railroads 
be based on two kinds of evidence: (1) 
capitalization of net earnings and (2) mar- 
ket values of stocks and bonds, giving the 
earnings valuation double weight. The re- 
port vigorously opposes the use of actual 
cost or reproduction cost less depreciation 
in the determination of system values, on 
the ground that such figures are, in the 
case of most railroads, wholly irrelevant. 
It contends that established earning power 
is the predominant consideration in deter- 
mining market values, but that since past 
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earnings are not necessarily indicative of 
future earnings, some consideration of mar- 
ket prices of stocks and bonds, as indicating 
an impartial appraisal of trends of future 
earnings, should be given. 


Unfortunately for Dr. Martin’s recom- 
mendation of use of the unit method of 
valuation, he shows, under the heading 
“Collateral Evidence of Value,” a formida- 
ble list of factors which must be taken 
into consideration in determining system 
values, which would indicate that only the 
most expert economist and mathematician 
would be able to make an intelligent esti- 
mate of railroad system values. In view 
of the statements contained in the three 
pages 48-50, it is not surprising that the 
Public Service Tax Study Committee re- 
jected Dr. Martin’s recommendation for the 
adoption of this method. Many kinds of 
collateral evidences of value mentioned in 
these three pages are simply incapable of 
conversion into definite amounts by any 
ordinarily competent assessing officers. 


The discussion of allocation factors is 
interesting. Those considered include track 
mileage, investment, traffic units, car and 
locomotive mileage, gross revenues and 
tonnage originated and terminated. These 
are placed in various combinations called 
Composite A to Composite F, and the 
accompanying tables illustrate that the dif- 
ferences between these various composites 
are not very great. Although it is very 
desirable, as the report states, that all 
states use uniform allocation factors, this 
report, like many others, fails to make a 
very strong case for the adoption of any 
one of the various composites. It seems 
doubtful that such uniformity will ever be 
achieved unless by act of Congress under 
its powers to regulate interstate commerce. 


The report stresses the importance of 
careful equalization. For many years, the 
Virginia Commission has been equalizing 
public utility assessments for local tax pur- 
poses at forty per cent. Studies indicate 
that actual practices in local taxation in 
Virginia not only have varied greatly be- 
tween different taxing districts, but also 
have varied substantially in different years, 
from thirty-eight per cent in 1913 to fifty- 
three per cent in 1936. The report considers 
various methods of improving the equaliza- 
tion of public utility assessments in Virginia. 
This part of the report particularly should 
be of great interest in other states. 


R. C. BECKETT 
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Planning for Business Continuity 


Death, Taxes and Your Business. 
J. Laikin. Fiduciary Publishers, Inc., New 
York City. 1948. 79 pages. $1.75. 


Death, taxes and business leave no man 
untouched—and least of all the lawyer, 
the trust officer, the life underwriter or the 
accountant, a large share of whose activi- 
ties are devoted to easing the financial 
impact of the inevitable upon his clients. 
Mr. Laikin, an attorney who has handled 
tax problems both for the government and 
for taxpayers, and who has written and 
lectured extensively on estate planning, in 
this book deals with survivor-purchase and 
business-insurance agreements in terms 
understandable to the businessman, but in 
sufficient detail to interest the professional 
tax man. 


George 


After an initial review of the principal 
factors to be considered in formulating 
such plans, Mr. Laikin analyzes, against 
a background of decided cases, the pattern 
of purchase and sale agreements, the valu- 
ation of business interest, the funding of 
purchase through life insurance, professional 
partnerships and the rights of creditors. 
A series of illustrative clauses appears in 
the appendix. 


Marital Deduction 
and Income Splitting 


Marital Deductions, Split Income and the 
Revenue Act of 1948. Maurice Alexandre 
and Bruce H. Greenfield. Practicing Law 
Institute, 57 Williams Street, New York 5, 
New York. 1948. 99 pages. $1.50. 


Already much has been written in ex- 
planations of the marital deduction provisions 
of the 1948 Revenue Act, but tax counsel 
still eagerly welcome authoritative and 
understandable treatises on the subject. 
This recent monograph, written by two 
members of the staff of the Treasury De- 
partment’s Tax Legislative Counsel and 
published by a nonprofit educational insti- 
tution for lawyers, undertakes to aid the 
practitioner in his review of clients’ tax 
plans by illustrating the practical conse- 
quences of the highly technical new rules 
as they operate in typical situations. In- 
come, gift and estate tax questions are 
answered, with comparative tables and the 
official text of the act included for con- 
venient reference. 
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ing company since at least eighty per cent 
of its gross income was derived from royal- 
ties. There were six dissents to this deci- 
sion. The Circuit Court reversed the 
Board, and held that the payments by 
Sunbeam in 1935 were “purchase money 
payments” since on January 1, 1935, the 
payments which had been made were so 
large and were growing in amount to 
such an extent that -acquisition of the 
patents under the option was certain. The 
court held that the intention of the parties 
was to accomplish a sale of the patents if 
their use and value measured in royalties 
equaled or exceeded the purchase price. 
The election of the optionee was a fore- 
gone conclusion if the royalties approached 
or equaled the purchase price. When that 
event occurred, i. e., when sales were suf- 
ficient to pay royalties equal to the pur- 
chase price, the payments changed from 
royalties to part payments of purchase 
price. The court viewed the taxable year 
1935 as a whole, and concluded that the pay- 
ments in 1935 were purchase money pay- 
ments. « The court noted in its decision 
that in reviewing Sunbeam’s taxes for 1935 
the Commissioner had treated Sunbeam’s 
payments as advances on the purchase 
price of patents, not as royalties. 

Taxwise, no necessary reciprocal relation- 
ship need exist between taxing to the seller the 
periodic payments received by him, and the 
buver’s deducting the items. The buver’s tax 
deductions are controlled by Section 23(a) of 
the Internal Revenue Code, which provides: 
“Every taxpayer is allowed to deduct all 
the ordinary and necessary expenses paid 
or incurred during the taxable year in 
carrying on any trade or bus'‘ness, includ- 
ing rentals or other payments required to 
be made as a condition to the continued use or 
possession, for purposes of the trade or busi- 
ness, of property to which the taxpaver has not 
taken or is not taking title or in which he has 
no equity.” (Italics supplied.) 

In Jeffercon Gas Coal Company v. Com- 
missioner [2 ustc 7 796], 52 F. (2d) 120 
(CCA-3), a sale of coal in place under an 
ostensible lease was effected, in the view- 
point of the court, by an agreement pro- 
viding for annual payments for ten years 
when the operating company was to receive 
a deed in fee simple for all unmined coal. 
The contract payments were held to be 
capital expenditures not deductible as 
rental expense. 


Lease Agreements 





LEASE AGREEMENTS CONTAINING OPTIONS TO BUY— 
Continued from page 742 





In Helser Machine and Marine Works, 
Inc. [CCH Dec. 10,630], 39 BTA 644, the 
taxpayer leased property for ten years under 
an agreement whereby the lessor was to 
deed over the property whenever the lessee 
had paid $19,200 (the total rental for the 
ten-year term). The Board held that the 
amounts paid as rental by the lessee were 
not deductible since the only rental which 
may be deducted under Section 23(a) is 
that “of property to which the taxpayer 
has not taken or is not taking title or in 
which he has no equity.” The Board did 
not find it necessary to hold that by pay- 
ment of the rental the taxpayer had ac- 
quired an “equity” in the property; it was 
deemed enough that the lease provided a 
right in the taxpayer to take title to the 
property for which the rental was paid. 

In Goldfields of America, Ltd. [CCH 
Dec. 11,772], 44 BTA 200, the deducti- 
bility of certain payments under an agree- 
ment for the operation of a mine with 
‘an option to purchase were in question. 
Payments were made without relation to 
the production, and were applied to the 
purchase price upon the exercise of the 
option. The Board denied the deduction, 
and held that the payments were general 
consideration for the contract without rela- 
tion to the production. Certain additional 
payments made as minimum royalties before 
production were likewise deemed payments 
on account of the purchase price and held 
not deductible as annual rentals or royal- 
ties. Until the contract was terminated, 
the Board stated, no one could say that 
the taxpayer was not taking title or that 
it had no equity, a necessary finding under 
Section 23(a). Because of the absence of 
any relation to production, the payments 
when made were primarily part of the 
purchase price; the possibility of their 
being royalties was contingent upon the 
taxpayer’s future election not to acquire 
the property. The concept of the contract 
as one of sale and purchase was deemed 
to pervade its entire duration. 

In view of the foregoing, payments 
made by a‘lessee which have no relation 
to production would not be deductible 
under Section 23(a). Where the payments 
do refer to the production, and an adjust- 
ment in the purchase price is subsequently 
made to the extent of part of the royalties, 
the deductibility of the royalties appears 
justified. [The End] 
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TAX BRIEFS—Continued from page 748 | 


Income from Notes Charged Off Pre- 
viously. Later recoveries by stockholders 
on promissory notes previously charged off 
by a corporation as being worthless and then 
distributed in kind to stockholders, consti- 
tute taxable income to the corporation on 
the theory of the assignment of anticipated 
income. Commissioner v. First State Bank 
of Stratford [48-2 ustc 9317], CCA-5; 
rev’g [CCH Dec. 15,723] 8 TC 831. 


Long- or Short-Term Capital Gains. In 
computing the necessary more-than-six-month 
holding period to convert a short-term into 
a long-term capital gain, the day of acqui- 
sition is ignored and the day following starts 
the holding period. E. T. Weir [CCH Dec. 
16,412], 10 TC —, No. 127. 


Property Transferred to Mortgagee. 
Where a mortgagee receives title to prop- 
erty with the provision that he is owner only 
in effect, he does not receive taxable in- 
come if rentals are used to pay taxes and 
expenses for the account of the mortgagor. 
Penn Athletic Club Building [CCH Dec. 
16,405], 10 TC—, No. 121. 


Binding Election to Include Tax-Free 
Interest. An election to include tax-free 
interest in excess profits tax net income, in 
order to include the tax-free interest-bear- 
ing bonds in invested capital for excess 
profits tax purposes, is binding on the tax- 
payer even though the tax consequences are 
detrimental. Burke and Herbert Bank and 
Trust Company [CCH Dec. 16,421], 10 TC 
—, No. 129. 


Equity-Invested Capital. The forgiveness 
of a debt in favor of a corporation by a 
nonstockholder does not permit that sum 
to be included in equity-invested capital for 
excess profits tax purposes. Carlisle Tire 
and Rubber. Company v. Commissioner, supra. 


Money paid in for stock by stockholders 
should not be reduced by commissions paid 
on the sale of the stock in determining 
equity-invested capital. American Business 
Credit Corporation [CCH Dec. 16,168], 9 TC 
ETT: aca, 


Capital Additions to Income Credit. For 
the purpose of computing an excess profits 
credit based on income, daily capital addi- 
tions mean the amount received minus com- 
missions paid for the sale of the stock only 
because the underwriters purchased and 
held the stock. Cleveland Graphite Bronze 
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Company [CCH Dec. 16,410], 10 TC —, No. 
Tes. 

Abnormal Deductions in Base Period. A 
stock bonus to executives issued for the first 
time in the base period (1936 to 1939) is in 
a class of deductions which is abnormal as 
to character. Therefore, it is restorable in 
full to base period net income in order to 
arrive at a taxpayer’s average base period 
net income for excess profits tax purposes. 
Mine and Smelter Supply Company [CCH 
Dec. 16,465], 10 TC —, No. 154. 


Section 722 Deferments. A deficiency tax 
may not include the thirty three per cent 
deferment of the Section 722 excess profits 
tax refund or credit until final disposition 
of the Section 722 claim. California Vege- 
table Concentrates, Inc. [CCH Dec. 16,462], 
10 TC —, No. 150. - 


Two-Year Pushback Rule. Where the 
two-year pushback rule is applied in a Sec- 
tion 722 excess profits tax refund claim, the 
necessary constructive events and condi- 
tions, such as new processes and the like, 
may be considered to have existed, by De- 
cember 31, 1939. E. P. C. 24. 


By-Products Not Sold Prior to 1940. Con- 
structive sales of by-products not sold prior 
to 1940 may be included in constructive 
sales, if they were contemplated during the 
base period (1936 to 1939), in arriving at a 
constructive average base period net income in 


a Section 722 excess profits tax refund claim. 
B.C BS. 


By-Products Developed After Base Pe- 
riod. Earnings attributable to by-products 
developed after and not contemplated dur- 
ing the base period (1936 to 1939) may not be 
included in reconstructing the average base 
period net income in a Section 722 excess 
profits tax refund claim. E. P. C. 26. 


Not Confined to Territory Served. A 
constructive level of earnings as of Decem- 
ber 31, 1939, may include constructive sales 
in territories not actually served but con- 
templated by that date. E. P. C. 27. 


Cost Savings Contemplated. Cost sav- 
ings resulting from machinery improve- 
ments in the process of completion may be 
considered to have been contemplated and 
completed by December 31, 1939, for the 
purpose of arriving at a constructive aver- 
age base period net income in a Section 722 
excess profits tax refund claim. E. P. C. 28. 
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STATE COURTS 


Partnership property: Business situs: 
Nonresident.—Decedent, a _ resident of 
California, was a member of a mining part- 
nership operating in Montana. The part- 
nership property had acquired a business 
situs in Montana. Decedent’s share of it 
was, therefore, subject to Montana inherit- 
ance tax.—Mont. Jn the Matter of the Estate 
of David Perry, Deceased; State Board of 
Equalization of the State of Montana, Appel- 
lant v. Victor H. Fall, as Administrator C. T. A. 
of the Estate of David Perry, Deceased, Re- 
spondent, CCH IHERITANCE AND Girr Tax 
Reports §[ 16,261. 


Equitable conversion: Partnership prop- 
erty.—Partnership real estate is treated as 
personal property in the settlement of part- 
nership affairs, but the principle of equit- 
able conversion has no further application. 
If the conversion is not necessary for the 
settlement of the partnership affairs, the 
property retains its character as realty and 
is subject as such to the inheritance and 
descent laws.—Mont. Ibid. 


Exemptions: “Defeasibly vested” inter- 
ests.—Decedent, who died June 25, 1946, 
disposed of his residuary estate in trust, 
giving his wife the income for life or until 
her remarriage, and empowered the trustees 
to invade the corpus, in their discretion, 
for her care and support. Upon the termi- 
nation of the wife’s estate, the remainder 
interest was equally divisible among dece- 
dent’s four children. The amendment to 
Section 249-q, effective April 1, 1946, per- 
taining to “indefeasibly vested interests,” 
was applicable to decedent’s estate. The 
widow’s life estate was defeasible in the 
event of her remarriage and the children’s 
remainder interests were defeasible by the 
possibility of invasion of the corpus for 
care and support of the widow. The per- 
sonal exemptions of $20,000 for the widow 
and $5,000 for each of the children were 
not, therefore, allowable under Section 249-q 


Interpretations 





Administrative ... 





of the tax law.—N. Y. Matter of Thomas 
J. Dowling, CCH INHERITANCE ESTATE AND 
Girt Tax REports { 16,265. 


Exemptions: Construction.—Section 249-q, 
as amended, provides for exemptions 
on an individual, not a group, basis. Each 
gift and each person must qualify separately 
for the exemption. If a gift is not in- 
defeasibly vested in a particular person 
entitled to an exemption, no exemption is 
allowed. The statutory test is now whether 
the interest “transferred to” an exempt 
individual is “indefeasibly vested.” If that 


‘test is not met, the problem of valuation 


becomes academic—N. Y. Ibid. 


Liability for taxes: Apportionment of 
taxes.—Decedent’s will, containing a direc- 
tion against apportionment, did not ex- 
onerate funds outside the true estate but 
only those included in the gross tax estate. 
The estate taxes were apportioned so that 
all of the taxes on the property passing 
under the will were payable out of the 
residuary estate and taxes on property pass- 
ing outside the true estate were paid ratably 
by the beneficiaries of such property.— 
N. Y. Estate of Francesco B. Tompkins, 
CCH INHERITANCE ESTATE AND GIFT TAXx 
Reports { 16,273. 


Interest: Effect of apportionment.—The 
direction against apportionment in a dece- 
dent’s will did not relieve the income 
account from the equitable charge of in- 
terest on the delinquent tax payment where 
it was conceded that the principle amount 
of the tax earned more than the amount 
of the penalty interest—N. Y. bid. 


Life insurance proceeds: Estate of bene- 
ficiary—Decedent was the beneficiary 
under life insurance policies taken out by 
her husband on his life, payable upon his 
death in monthly installments over a 
twenty-year period. Provision was made 
that “the present value of any unpaid 
installments . . . will be paid in one sum 
at the death of the payee of the executors 
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or administrators of the payee.” Decedent 
received the installments after her hus- 
band’s death until her death. The com- 
muted value of the policies was includible 
in her taxable estate, subject to the admin- 
istration expenses, debts and legacies.— 
N. Y. Matter of Elizabeth O. Walker, CCH 
INHERITANCE ESTATE AND GIFT TAX REPORTS 
{ 16,266. 

U. S. savings bonds payable to named 
beneficiaries—The proceeds of United 
States savings bonds were includible in 
decedent’s gross estate, even though they 
were payable to named beneficiaries and 
did not come into the hands of decedent’s 
executors.—N. Y. Estate of William Weinar, 
CCH INHERITANCE ESTATE AND Girt TAX 
Reports { 16,267. 


Liability for tax: U. S. savings bonds 
payable to co-owners: Effect of drawing 
line through survivor’s name.—Decedent 
had in his possession at the time of his 
death savings bonds payable to himself or 
another as co-owners. However, a line 
had been drawn through the survivor’s 
name, apparently by decedent, who had 
held sole possession of the bonds. It was 
held that the bonds were still payable to 
the surviving co-owner under applicable 
federal regulations, and that the surviving 
co-owner was liable for inheritance tax.— 
Pa. Estate of Marvin H- Moyer, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
{ 16,287. 

Exemptions: Transfer to charity void: 
Will executed within thirty days of death. 
—Testator bequeathed one half of his re- 
siduary estate to charity and one half to 
a named individual beneficiary. Since his 
death occurred within thirty days of the 
date of execution of his will, the bequest 
to charity was void and the subject matter 
of the bequest passed to the to the indi- 
vidual residuary beneficiary—Pa. Ibid. 

Separation agreement: Apportionment 
of federal estate taxes.—Decedent’s execu- 
tors created a trust fund for decedent’s 
wife and paid her a specified sum out of 
decedent’s estate, as provided for in sepa- 
ration agreements entered into by decedent 
and his wife. These items were not deduc- 
tible from the value of decedent’s gross 
estate under the federal estate tax law. 
Therefore, even though the status: of dece- 
dent’s widow was that of creditor by reason 
of such agreements, for inheritance tax pur- 
poses she was liable, under the apportionment 
statutes, for her proportionate share of taxes 
paid on these two items.—Pa. Estate of Joseph 
Stadtfeld, CCH INHERITANCE ESTATE AND 
Grrr TAx Reports ¥ 16,269. 
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Liability for taxes: Will direction ap- 
plied to codicil—Decedent directed, by 
codicil, that payment of inheritance and 
estate taxes be made out of her estate. 
The will was specifically republished in a 
codicil made to the will. The direction as 
to payment of taxes, therefore, applied also 
to the legacy provided for by the codicil.— 
Pa. Estate of Millie K. Thompson, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
{ 16,282. 


Life estate with power of sale: Death 
of life tenant without exercising power.— 
Decedent bequeathed his wife a life estate 
in certain property, with power to sell, 
mortgage and encumber, with remainder 
interest to his son and grandchildren if 
she did not exercise the power. The widow 
died witout having exercised the power of 
sale. The final determination of the inher- 
itance tax was on the basis of a life estate 
in the widow with remainder interest in 
the son and grandchildren.—Wis. Estate of 
George B. Wheeler, Deceased; State of Wis- 
consin, Appellant v. Laura C. Wheeler et al., 
Executors, Respondents, CCH INHERITANCE 
EsTATE AND Girr TAx Reports { 16,285. 


Procedure: Death of life tenant prior 
to final determination.—Decedent’s widow 
had a life estate with power of sale in 
certain property. In the event of the 
widow’s death without exercise of the 
power, the property passed to decedent’s 
son and grandchildren. A tentative deter- 
mination taxed the widow’s inheritance on 
the basis of the full value of the property. 
Where, however, the widow died prior to 
the final order, the tax should be redeter- 
mined, under Section 72.15(8), on the basis 
of the widow’s inheritance as a life estate, 
and interests of the son and grandchildren 
as the remainder interests—Wis. Ibid. 


RULING 


Property subject to tax: Nonresident: 
Real estate: Automobile registered in 
North Carolina.—The estate of a non- 
resident decedent included an automobile 
registered in North Carolina and North 
Carolina real estate. Letters of adminis- 
tration were granted in North Carolina. 
The administration alone is not sufficient 
to render the entire estate subject to North 
Carolina inheritance tax. Real estate and 
automobile are, however, subject to tax 
if they are located within the state. 
N. C. Opinion of the Attorney General, 
“CCH INHERITANCE EsTATE AND Girt TAX 

Reports {| 16,274. 
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State Tax Calendar 









ALABAMA 





September 1 
Automobile dealers’ report due. 


September 10—— 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


September 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax third installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


September 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment. due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 
September 1—— 


Express companies’ report due (last day). 
Private car companies’ report due (last 
day). 


September 5—— 
Alcoholic beverages licensees’ report due. 


September 10—— 
Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 


September 15—— 
Gross income report and payment due. 
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September 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


September 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
September 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


September 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


September 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 





September 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


September 15—— 

Bank and corporation franchise tax sec- 
ond installment due. 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Corporation income tax second install- 
ment due. 

Distilled spirits report and tax due. 

Use fuel tax report and tax due. 


September 20—— 
Motor carriers’ gross receipts report and 
tax due. 


COLORADO 


September 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 












September 10—— 

Motor carriers’ report due. 
September 14—— 

Sales tax report and payment due. 

Use tax report and payment due. 
September 15—— 

Coal mine owners’ report due. 

Coal tonnage tax report and payment due. 

Denver sales tax report and payment due. 
September 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
September 1 
Domestic insurance companies’ premiums 
tax due. 
Gasoline tax due. 


September 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 


September 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


September 30—— 
Corporations’ annual report and fee due. 





DELAWARE 
September 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


September 30—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 







DISTRICT OF COLUMBIA 
September 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or re- 
tailers of alcoholic beverages, report 
due. 


September 15—— 
Beer tax due. 


September 25—— 
Gasoline tax report and payment due. 


September 30—— 
Bank gross earnings tax semiannual 
installment due (last day). 
Property tax semiannual installment due 
(last day). 
Public utility tax semiannual installment 
due (last day). 
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FLORIDA 
September 1 
Auto transportation companies’ report and 
tax due. 


September 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. : 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


September 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


September 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and pay- 
ment due. 


GEORGIA 
September 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


September 15—— 
Income tax third installment due. 
Malt beverage tax report due. 


September 20—— 
Gasoline tax report and payment due. 





IDAHO 
September 1 
Franchise license tax and statement due 
(last day). 


September 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
Income tax second installment due. 


September 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
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ILLINOIS 
September 1 

Cook County real property tax semiannual 
installment due. 

Private car lines’ property tax semiannual 
installment due. 

Real property tax semiannual installment 
due. 


September 10—— 
Motor carriers’ mileage tax report and 
payment due. 


September 15——- 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 


September 20—— 
Gasoline tax report and payment due. 


September 30—— 
Gasoline transporters’ report due. 


INDIANA 
September 1—— 
Alcoholic vinous beverage tax due. 
Fire insurance companies’ semiannual pre- 
mium tax due. 


September 10—— 
Cigarette distributors’ interstate business 
report due. 


September 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


September 20-—— 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


September 25—— 
Distributors’ and carriers’ gasoline tax re- 
port and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 


IOWA 
September 1 


Bank share tax second installment due. 


September 10—— 


Carriers’ gasoline tax report and payment 
due. 


Class “A” permittees’ beer tax report and 
payment due. - 
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September 20—— 
Gasoline tax report and payment due. 


KANSAS 
September 10—— 
Malt beverage report due. 


September 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
September 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


September 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
September 1 
Bank deposit tax due. 
Property tax return due. 
September 2—— 
Store distilled spirits tax due. 


. September 10—— 


Amusement and entertainment report and 
tax due. 

Distilled liquors blenders’ and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. : 


September 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


September 20-—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


September 30—— 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 
September 1 
Soft drinks tax report due. 
Tobacco tax report due. 


September 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 
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September 15—— 

Carriers’ beer report due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ lubricating oils report due. 

Common carriers’ special fee due (last 
day). 

Intoxicating liquor report due. 

Soft drinks tax report due. 

Tobacco tax report due. 

September 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax and report due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment due. 


MAINE 
September 1 


Franchise tax due. 
September 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


September 15—— 
Railroad and street railroad tax due. 
Use fuel tax report and payment due. 


September 30—— 
Gasoline tax report and payment due. 


MARYLAND 

September 10—— 

Admissions tax payment due. 

Beer tax report and payment due. 
September 15—— 

Income tax third installment due. 

Sales and use tax report and payment due. 
September 30—— 


Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 
September 10—— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


September 20—— 
Cigarette tax report and payment due. 
September 30—— 
Motor fuel tax report and payment due. 
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MICHIGAN 
September 5—— 
Carriers’ gasoline statement due. 


September 10—— 
Common and contract carriers’ report and 
fee due. 


September 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


September 20—— 

Cigarette report and tax due. 

Diesel fuel users’ report and payment due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 
September 1—— 
Railroads’ gross earnings tax semiannual 
installment due. 


September 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


September 15—— 
Income tax installment due. 
Interstate motor carriers’ mileage tax due. 


September 20—— 
Cigarette tax and report due. 


September 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


MISSISSIPPI 


September 5—— 
Factories’ report due. 


September 10—— 
Admissions tax report and payment due. 


September 15—— 

Carriers’ gasoline tax report and payment 
due. 

Income tax third installment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 
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September 20—— 
Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 


September 25—— 
Oil severance tax and report due. 


MISSOURI 
September 5—— 
Nonintoxicating beer permittees’ report 
due, 
First Monday. 


St. Louis merchants’ and manufacturers’ 
ad valorem license tax due. 


September 10—— 
Oil inspection tax report and payment due. 
Receivers of petroleum products, report 
due. 
September 15—— 
Alcoholic beverage sales report due. 


September 25—— 
Use fuel tax report and payment due. 


September 30—— 
Gasoline distributors’ report and payment 
due. 
Income tax third installment due. 
Kansas City property tax due (last day). 
Soft drinks manufacturers’ report and 
payment due. 


MONTANA 
September 1 


Moving picture theatre licenses issued and 
tax due. 


September 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


September 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
September 30-—— 
Express companies’ tax due (last day). 


NEBRASKA 
September 1 
Fire insurance companies’ gross premiums 
tax second installment due. 
Real property tax second installment due. 


September 10—— 
Cigarette distributors’ report due. 
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September 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 
September 10—— 
Liquor report by out-of-state vendors due. 
September 15—— 
Carriers’ gasoline tax report due. 


Manufacturers’ and importers’ alcoholic 
beverage report due. 


September 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
September 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. - 

September 15—— 
Use fuel tax report and payment due. 


September 30—— 
Motor fuel report and tax due. 


NEW JERSEY 
September 1 
Public utilities using the public streets, 
property statement and tax second in- 
stallment due. 
September 10—— 


Busses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts report 

and tax due. 
September 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due, 

September 25—— 

Busses (municipal) gross receipts report 

and tax due. 
September 30—— 
Carriers’ gasoline tax report due. 


Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
September 1—— 
Express companies’ report due. 





September 15—— 

Occupational gross income tax report and 

payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 
September 20—— 

Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 
September 25—— 

Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 

September 1—— 

Bank income tax report and payment due. 
September 20—— 

Alcoholic beverage tax and report due. 
September 25—— 

Conduit companies’ tax and report due. 

New York City public utility excise return 

and payment due. 


Public utility additional tax and return 
due. 


September 30—— 
Gasoline tax report and payment due. 


NORTH CAROLINA 


September 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
September 15—— 
Income tax third installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
September 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 


September 10—— 
Cigarette distributors’ report due. 


September 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax third installment due. 
Interstate motor carriers’ tax due. 


September 25—— 
Use fuel tax report and payment due. 


OHIO 
September 1—— 
Railroads’ and street, suburban and inter- 
urban railroads’ excise tax return due. 


September 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


September 15—— 
Cigarette use tax and report due. 


September 20—— 

Dealers’ gasoline tax report due. 

Grain handling tax semiannual installment 
due. 

Intercounty corporations’ tangible personal 
property tax due. 

Personal property, tangible and intangible, 
tax semiannual installment due. 


September 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 


September 5—— 
Operators’ report of mines other than coal 
mines due. 


September 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


September 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Income tax third installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


September 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers of 
imported gasoline, tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


September 30—— 
Oil, gas and mineral gross production re- 
port and payment due. 
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OREGON 
September 10—— 
Oil production tax report and payment 
due. 
September 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
September 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
September 10—— 


Importers of spirituous and vinous liquors, 


report due. 
Malt beverage report due. 
Soft drinks tax report due. 


September 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


Philadelphia income tax third installment - 


due. 


September 30—— 
Gasoline tax report and payment due. 


Use fuel tax report and payment due. 


RHODE ISLAND 


September 10—— 
Manufacturers’ alcoholic beverage report 
due. 
September 15—— 
Gasoline tax report and payment due. 


September 20—— 
Sales and use tax return and payment due. 


SOUTH CAROLINA 


September 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


September 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 
Power tax return and payment due (last 


day). 


September 15—— 
Income tax third installment due. 
Property tax installment due. 
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September 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
September 1—— 
Motor carriers of passengers, tax due. 
Rural electric companies’ utility tax due. 
September 10—— 
Interstate motor carriers’ report and tax 
due. 
September 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


September 20—— 
Passenger mileage tax due. 


September 30—— 
Bank excise income tax second install- 
ment due. 
Dealers’ gasoline tax report due. 


TENNESSEE 
September 1—— 
Building and loan associations’ license tax 
report and payment due. 
Insurance companies’ premiums tax and 
report due. 


September 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


September 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


September 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 
September 15—— 
Motor carriers’ special fee due. 
Oleomargarine dealers’ report and tax 
due. 


September 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
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September 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres, tax report 
and payment due. 


September 30—— 


Oil production tax report and payment 
due. 


UTAH 
September 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


September 15—— 
Excise (income) tax third installment due. 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


September 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax re- 
port and payment due. 


VERMONT 
September 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


Property tax installment due. 


September 15—— 


Corporation income tax third installment 
due. 


Electric light and power companies’ re- 
port and tax due. 


Express and telegraph companies’ report 
due. 


Personal income tax third installment due. 
Railroad and telephone companies’ prop- 
erty tax report due. 
September 30—— 
Gasoline tax report and payment due. 


VIRGINIA 
September 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 


Warehousemen’s tobacco tax due. 
September 20—— 
Carriers’ gasoline tax report due. 


Dealers’ and resellers’ use fuel tax report 
and payment due. 
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September 30—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
September 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
September 15—— 


Butter substitutes report and payment 
due. 
Gross income tax return and payment due. 
Public utilities’ gross operating tax report 
and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
September 20—— 
Use fuel tax report and payment due. 
September 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
September 30—— 


Storage warehousemen’s report and fee 
due. 


WEST VIRGINIA 

September 10—— 

Alcoholic beverage tax report and pay- 

ment due. 

September 15—— 

Cigarette use tax report and payment due. 

Sales tax report and payment due. 
September 30—— 

Gasoline tax report and payment due. 


WISCONSIN 
September 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
September 20—— 
Gasoline tax report and payment due. 


WYOMING 
September 10—— 
Carriers’ gasoline tax report due. 


September 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
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Federal Tax Calendar 


September 10 income is from sources within the pos- 


Employees who withheld more than $100 sessions of the United States; and (5) 


in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. Withheld 
taxes for September may be paid directly 
to collector without deposit. 


American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
April 30 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 


September 15—— 


Quarterly payments due on 1947 income 
taxes for calendar year corporations, es- 
tates and trusts. 


Due date of quarterly payments on 1948 : ; 
estimated income tax of calendar year Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 


for August. Form 957. 


for individuals who are required to make 
declarations. Those required to file 
declaration for first time pay one-half of 


the estimated tax found due. Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending March 31 in the case 
of (1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records September 30 
and books of accounts abroad; (4) do- 
mestic corporations whose principal 


Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


Returns for excise taxes due for August. 
Forms 726, 727, 728, 728(a), 729, 932. 
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